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his figures and his end-of-the-month 
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The Application of Statistical Techniques 
in Auditing Procedures 


By Joun NETER 


The Problem in General 


‘ HERE is today a widespread interest 
in the question: How much test- 
checking is enough? It would seem 
that the interest in this question arises 
on the one hand because some people 
believe that there is too little or too 
much test-checking at present and, on 
the other hand, because some people, 


Jomn NETER is a University Fel- 
low at the School of Business of 
Columbia University, where he is 
completing his doctoral studies in 
statistics. He has been an instructor 
in statistics at the University of Buf- 
falo. where he earned his bachelor’s 
degree in business administration. 
Mr. Neter was also awarded a mas- 
ter’s degree in accounting by the 
Wharton Graduate School of Fi- 
nance and Commerce of the Univer- 
sity of Pennsylvania. He is a mem- 
ver of the American Economic 
Association and of the American 
Statistical Association. 

This paper was presented by Mr. 
Neter at a technical meeting of the 
Society held at the Engineering So- 
cieties’ Building on May 5, 1949, 
under the auspices of the Committee 
on Review of Internal Audit Pro- 
cedures. It is based on and elabo- 
rates another article by Mr. Neter 
which appeared previously in the 
May, 1949, issue of The Journal of 
Accountancy. 
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while believing that the extent of the 
present procedures satisfactory, 
would feel more reassured if some ob- 
jective method confirmed their views. 
The auditor’s responsibility is related 
to his clients, to the public, and to him- 
self; and to each of these he owes a 
justification of the extent of his test- 
checking techniques. 

The question thus arises: Can the 
tatistician tell the auditor how much 
test-checking. is enough? The answer 
may appear strange to you, but it is 
No! What then can the statistician 
do to help the auditor in this problem? 
The statistician can provide a method 
of attacking this problem, but he can’t 
answer the question. I hope to make 
this clear in the course of the discus- 
sion. Theréfore, I should like to begin 
by drawing your attention to some of 
the implications of the use of test- 
checking or sampling techniques, 
whether statistical methods are used 
or not. I shall try not to use any 
technical terms with which you may be 
unfamiliar except one or two which 
will be carefully explained. 


An Illustrative Example 


Suppose that an auditor is con- 
fronted with an inventory of, say, 
10,000 pairs of shoes. I am using this 
kind of example because I believe it 
has applicability to the more general 
problems of auditing. The auditor has 
reason to believe that some of the 
shoes are defective. The management 
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assures him that at most 2% of the 
shoes are defective, but the auditor 
wishes to put this statement to a test. 
He therefore orders that, say, 450 pairs 
of shoes be selected at random, and 
examined. Let us suppose that a defi- 
nite criterion exists by which the shoes 
can be classified as acceptable or as de- 
fective. On the basis of the examina- 
tion of the 450 pairs of shoes, which 
are called the sample, the auditor will 
either accept or reject management's 
declaration as it applies to all 10,000 
pairs of shoes. This total number of 
shoes, about which the inference is be- 
ing made, is often called “the universe.” 
To illustrate this in another way, if 
the auditor examines some accounts re- 
ceivable in order to make an inference 
about the accounts receivable in gen- 
eral, then the total number of accounts 
receivable is “the universe’ in that 
particular case. 

After the sample of 450 pairs of 
shoes has been examined, the auditor 
will decide whether to accept manage- 
ment’s declaration or not. Rejection of 
management’s declaration may mean 
that a 100% examination will be un- 
dertaken, that the auditor’s certificate 
will be qualified, or the like. To make 
the decision as to acceptance or rejec- 
tion, the auditor may not use an ex- 
plicit rule; rather he may reach his 
conclusion subjectively. Nevertheless, 
we may think of some subjective rule 
which leads the auditor to the decision 
which he takes. When using statistical 
techniques, such a rule would be ex- 
plicit. For example, it might be: Ac- 
cept management's declaration that the 
rate of defective shoes is 2% or less 
if 14 or less defective pairs of shoes 
appear in the sample; reject manage- 
ment’s declaration if 15 or more de- 
fective pairs of shoes are in the sam- 
ple. Let us call such a rule a decision- 
making rule. 

The Risk of Error 

Now regardless whether an explicit 
decision-making rule or some subjec- 
tive rule is used, as long as it is based 
on a sample, the rule may lead the 
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The 
auditor can err, by following the rule, 
in two ways: first, if the rule leads him 
to accept management’s declaration 
when, in fact, the defective shoes con- 


auditor to incorrect conclusions. 


stitute more than 2% of all shoes; and 
second, if the rule leads him to reject 
management’s declaration when, in 
fact, the defective shoes constitute less 
than 2% of all shoes. These two types 
of error can not be avoided, whether 
statistical techniques are employed or 
not, as long as sampling methods are 
used. Only with 100° examinations 
can certainty of correct decisions be 
achieved, assuming of course that the 
inspectors do not misclassify the shoes. 
Results derived from sampling tech- 
niques are uncertain and have a proba- 
bility aspect. It is the great advantage 
of the use of statistical techniques that 
the auditor is able to know the proba- 
bility of making each of the two types 
of errors just mentioned. This is not 
possible when a subjective method is 
used. These probabilities of making 
incorrect decisions by following the 
decision-making rule may be called the 
risks of making incorrect decisions. 


We have seen that with a given sam- 
ple size and a given decision-making 
rule certain risks of making incorrect 
decisions are associated. This means 
that when the auditor uses a specific 
sample size and decision-making rule, 
he is accepting whatever risks of mak- 
ing incorrect decisions go along with 
that procedure. These risks may be 
desirable or undesirable to the auditor. 
Hence it would appear to -be more 
reasonable that the auditor specify the 
maximum risks of making incorrect de- 
cisions which are tolerable to him, and 
then let the statistician compute a 
sample size and decision-making rule 
such that they involve at most those 
specified risks. 

Consider in the previous example 
first the risk of rejecting management's 
declaration when, in fact, the percent- 
age of defective shoes is less than 2%. 
Such a rejection may mean a 100% 
examination which will have been un- 
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necessary. While this increases the 
cost to the client, it will not have harm- 
ful results as far as the public is con- 
cerned. On the other hand, accepting 
management’s declaration when, in fact, 
the rate of defective shoes is higher than 
2%, especially if it is much higher than 
2%, may be detrimental both to the 
client and to the public. Thus, the maxi- 
mum risks of making the two types of 
incorrect decisions must be set in terms 
of the auditor’s responsibility to the cli- 
ent, to the public, and to himself. This 
is not a problem of statistics and that 
is why I have stated that the statistician 
can not tell the auditor how much test- 
checking is enough. But once the aud- 
itor tells the statistician the maximum 
risks of making incorrect decisions 
which he is willing to assume, the stat- 
istician can compute the sample size 
and decision-making rule which em- 
body these requirements. 


For example, suppose that the au- 
ditor requires that the decision-mak- 
ing rule lead him to an acceptance 
of management’s declaration in at 
least, say, 97% of the cases when 
the rate of defective shoes is 2% or less. 
In other words, he wishes to reject 
management’s declaration at ‘most 3% 
of the time when the declaration is cor- 
rect. Please note that while the auditor 
would like by following the decision- 
making rule to accept management’s 
declaration all the time when it is cor- 
rect, he can not require this certainty 
froma sample. Only a 100% examina- 
tion would satisfy that requirement. 
Let us suppose further that when the 
rate of defective shoes is 5% or greater, 
the auditor wants to be sure to reject 
management’s declaration at least in 
99% of the cases. In other words, the 
auditor requires that the risk of accept- 
ing management’s declaration be at 
most 1% when, in fact, the rate of de- 
fective items is 5% or more. Now the 
statistician can take these two require- 
ments and compute the proper sample 
size and decision-making rule. For this 
particular case, the proper sample size 
is 750 and the decision-making rule is: 
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Accept management’s declaration if 23 
or less defective items are found in the 
sample. Otherwise, reject manage- 
ment’s declaration. The auditor, by fol- 
lowing this plan then, will assume those 
maximum risks of making incorrect de- 
cisions which he specified in the first 
place. It should be mentioned that the 
computations were made on the as- 
sumption that the sample was selected 
at random, but more about that shortly. 


Statistical Implications— 


(1) No Requirement That All 
Errors Be Discovered 

Now of what relevance to the general 
problem of auditing is this illustrative 
example? It would appear that the ex- 
ample suggests three main points which 
require consideration. First, in the ex- 
ample the auditor was satisfied as long 
as the rate of defective shoes was at a 
reasonably low level. There was no re- 
quirement that all defective shoes be 
weeded out. Similarly it would appear 
that the purpose of an audit, in gen- 
eral, inasmuch as it is based to a large 
extent on test-checking, is to insure the 
maintenance of reasonably accurate rec- 
ords, records in which the rate of errors 
is reasonably low, in which event the 
probability of a material misstatement 
is small. In other words, here also there 
would appear to be no requirement that 
all errors be discovered. 


(2) The Nature of the 
Characteristic Studied 


The second point deals with the 
characteristic which is being studied by 
means of the sample. In our example 
we assumed that some criterion existed 
which enabled us to separate satisfac- 
tory shoes from defective ones. But 
what are the characteristics which are 
studied in auditing? When one con- 
siders all the various types of errors 
which the auditor encounters, for ex- 
ample arithmetic calculation errors, im- 
proper application of accounting prin- 
ciples, errors in dates and names in 
supporting documents, and the like, it 
would appear that the most fruitful 
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approach would be one which permits 
a classification of items into acceptable 
and non-acceptable ones. But that 
raises at once,the problem of setting up 
criteria according to which items 
sampled in audits are classified as ac- 
ceptable or non-acceptable. These cri- 
teria will vary for different phases of 
the audit so that the total audit will 
have to be broken into various parts. 
each of which having a different error 
concept. It can not be too strongly 
stressed that unless this problem is 
solved, statistical techniques can not be 
applied to auditing. Therefore, while 
there will be no extended discussion of 
this problem here since we are con- 
cerned primarily with general implica- 
tions of sampling procedures, it must be 
emphasized that the problem of divid- 
ing the audit into various phases and 
setting up useful error concepts for 
each phase must be solved in order that 
statistical techniques can be applied to 
auditing. 


(3) Random Selection of the Sample 
The third major point which the 
previous example brought out deals 
with the random selection of the sample. 
All computations made so far depend 
on the random selection of the sample. 
Now the examination of, say, one 
month's entries by the auditor would 
not fulfill the requirements of random 
sampling. It may, however, be stated 
that statistical techniques are available 
which do not require a complete ran- 
dom sample throughout. Also, the au- 
ditor can get an approximation to a 
random sample with considerably less 
effort than a completely random sample 
would require. While this problem must 
also be solved statistical tech- 
niques can be applied to auditing, it 
does not appear as fundamental as the 
problem in connection with error con- 


before 


cepts. 


Risk of Error Primarily 
Dependent on Sample Size, Not 
Proportion Sampled 

Let us then turn to some further im- 
plications of sampling procedures. We 
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have seen that the risks of making in- 
correct decisions by following the de- 
cision-making rule are the fundamental! 
quantities in answering the question: 
How much test-checking is enough? 
Now it may be asked whether these 
risks are primarily influenced by the 
proportion of items sampled or by the 
actual size of the sample. Suppose that 
in confirming accounts receivable, we 
have developed a reasonable error-con- 
cept and suppose that an error rate of 
4 is rather unsatisfactory. Now in 
each of the following instances we will 
take a 10¢0 sample at random with the 
same decision-making rule: Accept the 
accounts receivable as satisfactory only 
if no errors appear in the sample. Other- 
wise reject the accounts receivable as 
unsatisfactory, Yet note the tremendous 
difference in risks of accepting the ac- 
counts receivable as satisfactory bv fol- 
lowing the decision-making rule when 
the error rate in fact is 4%. If the total 
number of accounts receivable were 100 
and we would take a sample of 10, this 
risk would be about 65°. But if the 
total accounts receivable were 1000 
and we would take a sample of 100, 
this risk would be only about 2%. Let 
us look at this problem from another 
point of view. In each of the follow- 
ing cases we will take a sample of 20 
at random and use the sanie decision- 
making rule: Accept the accounts re- 
ceivable as satisfactory only if no er- 
rors appear in che sample. Otherwise 
reject the accounts receivable as un- 
satisfactory. Note now what happens 
to the risk of accepting the accounts 
receivable as satisfactory when in fact 
the error rate is 4%. This risk 1s 
about 41°¢ when the total accounts re- 
ceivable amount to 100, and about 
45° when the total accounts receiva- 
le are 1000. In other words, the pro- 
portion of the total which the sample of 
20 constituted decreased from 20% to 
2°¢; vet the risk of accepting the ac- 
counts receivable as satisfactory when 
the true error rate is 4% increased 
only from 41% to 45%. This shows 
that the risks of making incorrect de- 


cisions by following the decision-mak- 


June 


| | ‘ 
« 
° 


The Application of Statistical Techniques in Auditing Procedures 


ing rule depend primarily on the actual 
sample size, not on the proportion 
sampled. 

Incidentally this last example illus- 
trates also another point. The fact 
that the auditor may not tolerate any 
errors in his sample does not assure 
him that there will be no errors in the 
universe. That certainty can only be 
achieved by a 100% examination. Sup- 
pose for example that the auditor takes 
a random sample of 20 transactions 
from 200, using the decision-making 
rule to accept the records as satisfac- 
tory only if there are no errors in the 
sample. Then there is still about a 
27% risk of accepting all the trans- 
actions as satisfactory when in fact the 
error rate is as high as 6%. Again this 
points to the importance of determin- 
ing the maximum tolerable risks of 
making incorrect decisions first and 
then determining the sample size and 
decision-making rule to fit these re- 
quirements. 


Relation Between State of Internal 
Control and Tolerable Risks of 
Making Incorrect Decisions 


In connection with the determination 
of tolerable risks of making incorrect 
decisions, the auditor may be willing to 
assume a little more risk of accepting 
records as satisfactory when indeed 
they are not, if he has knowledge from 
previous experience that good internal 
control exists. The assumption by the 
auditor of this increased risk in cases 
of good internal control could decrease 
his risk of having to make a 100% 
examination when it is not necessary. 
For example, suppose that from, say, 
10,000 payroll cards, a sample of 300 
is taken at random. Suppose that a 
reasonable error concept has been de- 
veloped, that an error rate of 1% or 
less is very satisfactory, and that an 
error rate of more than 4% is very un- 
satisfactory. The decision-making rule 
used is: Accept the payroll cards as 
satisfactory only if not more than 4 
cards in the sample have errors. Other- 
wise reject the payroll cards as unsat- 
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isfactory. Thereby the auditor assumes 
a maximum risk of about 18% of not 
accepting the payroll cards as satisfac- 
tory when the error rate is only 1% or 
less, while he assumes a maximum risk 
of only about 1% of not rejecting the 
payroll cards as unsatisfactory when 
the true error rate is greater than 4%. 
In other words, by this plan the auditor 
is protecting himself against a poor 
payroll cards record at the expense of 
a relatively great risk of conducting a 
100% examination when it is not nec- 
essary. If because of knowledge of 
good internal control, the auditor is 
willing to increase his maximum risk of 
accepting the payroll cards as satis- 
factory when in fact they are unsatis- 
factory from 1% as above to, say, 8%, 
he can reduce the maximum risk of 
making a 100% examination when it 
is not necessary from 18% to only 
about 1%. This is done by keeping 
the same sample size as before but 
changing the decision-making rule to: 
Accept the payroll cards as satisfac- 
tory if not more than 7 cards in the 
sample have errors; otherwise, reject 
the payroll cards as unsatisfactory. In 
other words, because of his knowledge 
of good internal control, the auditor 
knows that a set of records with a very 
high error rate will be very rare. 
Therefore he is willing to assume a 
little more risk of accepting unsatis- 
factory records and thereby decrease 
the risk of making unnecessary 100% 
examinations. This would seem to sug- 
gest then that the auditor could vary 
his tolerable risks according to his 
knowledge of the state of internal con- 
trol. 


Sequential Sampling 


Next, I would like to say a word 
about sequential sampling. This pro- 
cedure was developed during the last 
war and differs from the kind of 
sampling previously discussed in that 
the sample size is not determined be- 
fore the sampling procedure begins. 
Rather the size of the sample in se- 
quential sampling depends on the out- 
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come of the observations which are 
sampled. After each observation, a de 
cision is made whether to accept or 
reject the records under examinatior 
or whether the results so far are in- 
decisive so that another observation 
will have to be taken. Sometimes 

conclusion as to acceptance or rejec 
tion of the records is reached very 
quickly ; at other times the sample size 
will be large. But it is the special ad- 
vantage of the sequential sampling 
techniques that, on the average, the 
sample size under the sequential pro- 
cedure is usually less than for the fixed 
sample size method, where the maxi- 
mum risks of making incorrect deci- 
sions are the same for both procedures. 


The sequential sampling procedure, 
like the fixed sample size method, re- 
quires that the auditor specify the 
maximum risks of making incorrect 
decisions which are tolerable to him, 
together with error rates which are 
satisfactory and unsatisfactory to him. 
The statistician can thereupon com- 
pute a decision-making rule which will 
embody these requirements. For ex- 
ample, suppose that 24 observations 
have already been taken and the re- 
sult so far is indecisive. The deci- 
sion-making rule after the 25th ob- 
servation under the sequential pro- 
cedure might be: Accept the records 
as satisfactory if 1 or less errors have 
appeared in the 25 observations; re 
ject the records as unsatisfactory if 
or more errors have appeared in thi 
25 observations; continue taking an- 
other observation if two or three e 
A similar 
n-making rule is constructed for 
each observation until th 
decision-making rule terminates the 
sampling procedure by either accept- 
ance or rejection of the records. While 
the use of a different decision-making 
rule after each observation might seem 
like a most formidable and difficult 
procedure, in actual practice the se- 
quential plan is not very difficult to 
operate although it is somewhat more 


rors are in the sample of 25. 


use alter 
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complicated than the fixed size sample 
plan. 

It should be pointed out that the 
average size of the sample required to 
reach a decision as to acceptance or 
rejection of the records under the se- 
juential sampling techniques will be 
smaller if the true percentage error 


rate is either very low or very high 
than if it is somewhere in between. 
This appeals to one’s common sense, 


as it is usually easier to reach a deci- 
sion on a very good set of records or a 
very poor set than on a mediocre set 
if records. Incidentally, the sequential 
sampling procedure can also be oper- 
ated by taking observations in groups 
rather than individually. 

As for the possibility of applying 
sequential sampling techniques to aud- 
iting, all the problems which have been 
previously mentioned apply here also. 
Again, the same basic problems as to 
error concepts and division of the 
audit into suitable phases must be 
solved before the method can be ap- 
plied. The items sampled should be 
selected at random. In addition, se- 
quential sampling may not be very 
practicable for, say, confirming ac- 
counts receivable, where it would be too 
time-consuming to send out a few re- 
quests for confirmation and then wait 
for their return before deciding 
whether to send out some more re- 
quests. However, in the case of busi- 
ness records on hand, inventories, and 
the like, this difficulty is not present. 
Hence, for these cases the practical 
problems arising in the sequential se- 
lection of the sample would not appear 
to be very much different from the 
problem of selecting a random sample 
in the case of the fixed size sample. 


Summary 
In summary then, we have seer that 
all sampling procedures involve risks 
of making incorrect decisions; that the 
answer to the question of how much 
test-checking is enough must be in 
terms of maximum tolerable risks of 
making incorrect decisions; that it is 
(Concluded on page 363) 


June 


The College Testing Program 
for Accounting Students 


By Artuur E. TRAXLER 


Background and Origin of the 
Program 


yes use of objective tests began in 
the United States more than forty 
years ago. The distinguishing char- 
acteristic of an objective test is that it 
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consists of brief specific questions for 
each of which there is only one correct 
answer, and thus through the use of a 
scoring key the test paper of any indi- 
vidual will be graded or scored in ex- 
actly the same way regardless of who 
does the scoring. 


In the forty odd years since these 
tests began to be used, several thousand 
different testing instruments have been 
published, and no one knows how many 
hundred million tests have been admin- 
istered to individuals. It has been esti- 
mated that during the year 1944 alone 
approximately sixty million standard- 
ized tests were administered to about 
twenty million people in this country. 
It is further estimated that educational 
institutions, business organizations, and 
personnel consultants administered in 
that year more than twenty-six million 
tests to more than eleven million per- 
sons.! It stands to reason that the 
many tests in use are not equally good. 
In this period of rapid multiplication 
of testing instruments, some very un- 
satisfactory tests have been published 
and made generally available. It is par- 
ticularly important that any testing 
program offered on a national basis be 
scrutinized with great care. 


The larger number of the earlier 
tests were designed for elementary 
school children and high school pupils. 
Somewhat later colleges began to test 
freshmen. Within the last fifteen or 
twenty years, several professional 
groups have become interested in the 
use of tests and the improvement of the 
selection of personnel for their respec- 
tive fields. These professions include 
medicine, law, engineering, teaching, 
and nursing. Five or six years ago, an- 
other profession began to take steps to 


1“Testing is Big Business,” The American Psychologist If (January, 1947), 26-28. 
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align itself with this group. This pro- 


fession is public accounting. 

In 1943, discussion was begun be- 
tween Mr. W. W. Nissley, then chair- 
man of the newly appointed Committee 
on Selection of Personnel of the Amer- 
ican Institute of Accountants, and Dr. 
Ben D. Wood, of Columbia University, 
concerning a project to improve the 
selection of personnel for public ac- 


counting. After considerable discus- 
sion in exploratory meetings of the 


committee.” Dr, 
project, 
Bureau, 


Wood was appointed 
and the Educa- 
of which Dr. 


1 
to direct tne 


tional Records 


Wood is director, was designated as 
he op ing organization. It was 
thought t this bureau, which has a 


lembership of approximately five hun- 
ls and colleges, particu- 
ited to handle a project of 
it had been carrying on 
testing programs witl 
itutions for many vears. 


Was 


Financial suport for the project was 
derived from contributions from public 
iccounting firms and annual grants 
f the Institute. A total of nearlv 


on indi thousand dollars was sub- 
1 tll 1 project a id tO 
( ( stages ¢ Tile \ TN 
| ] ha this pDr¢ 
oran id e with 
1 in the field rather 11 
with « s. Original impetus f 
; 
Irom the practic 
\ vas recognized from 
+) } 0399999 that . +3 
tne beg ng that tne cooperation 
the colleges was essential to the success 
the ( iking 


Kinds of Appraisal Undertaken 


important que stions at 


soul ws: (1) What 


Some of the 


et were as 

ireas ol appraisal s 

(2) Was ol 


accounting ¢ 


(3) Were any satisfactory 


tests available in this field? 


hould be attacked ? 
ective testing suitable for 


With regard to the first question, it 
was agreed, after much discussion, that 
there was an especial need for appraisal 
in four areas: (1) intelligence or gen- 
eral aptitude for accounting, (2) 
knowledge and achievement in the use 
of accounting principles and proce- 
dures, (3) vocational interests, and (4) 
personal qualities. 

A survey of available testing instru- 
ments in other fields and the experience 
of other professional groups led the 
committee to think that at the existing 
stage of measurement the appraisal of 
personal qualities should be undertaken 
with procedures other than tests but 
that experimentation with objective 
tests in the other three areas was desir- 
able. The committee decided further 
that no suitable objective tests of ac- 
counting aptitude or achievement were 
available, but that one inventory of in- 
terests, the Strong Vocational Interest 
Blank, was sufficiently promising to 
warrant the experimental use of this 

lank in the pr¢ ject. 


Experimental Stage 

that because of the 
ment instruments in 
ecause most of the 
preparing for, ac- 
the armed forces, the 
cha 


It was apparent 
learth of measure 
this field and also | 
younger men in, or 
counting 
project would necessarily go throug 


were in 


fairly extensive experimental stage be- 
fore — s in the selection of person- 


e offered to the profession. 
ration 


nel could | 
Through the 
A. Schmidt, 
Graduate School 

tration and later of the 
Administration, University of 


of Professor 
then of the Harvard 
of Business -\c Iminis- 


School of Busi- 


coope 


ness 
Michigan, and Dr. Kenneth W. 
Vaughn, of the Gr: ad 1ate Record Ex- 


amination, the construction of two types 
of tests was hie es n. These were 
tests of orientation toward, or aptitude 
for, accounting and achievement tests. 


Since aptitude for a field is not directly 


2 The oo membership of the Committee on Selection of Personnel is as follows: 
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dependent upon study of or experience 
in that field, the orientation test was to 
be a wide-range examination, suitable 
for use alike with college freshmen con- 
sidering the accounting field, with stu- 
dents in any year of the study of ac- 
counting, and with men at any level of 
employment in the field. The construc- 
tion of the achievement tests was under- 
taken on two levels. The Level I test 
was designed for students who had com- 
pleted one year of the study of account- 
ing, and the Level II test was planned 
for seniors in the last semester of ac- 
counting study and for use with men in 
or seeking employment in the account- 
ing field. 


The general procedure was to 
print experimental editions of the 
tests, to submit these experimental 
forms to accounting specialists for 
criticism, to administer these tests 
to accounting students and employed 
accountants, to make statistical stud- 
ies of the validity of the test items, 
and finally to prepare revised forms 
containing only those items which 
had survived both the criticisms of 
the specialists and the statistical 
validation. In the beginning, two 
forms of each of the tests were con- 
structed, and it was understood that 
additional forms would be prepared 
as needed. 


In its final form, the Orientation 
Test required fifty minutes of work- 
ing time and yielded a verbal score, 
a quantitative score, and a_ total 
score. The Achievement Test, Level 
I, provided a total score based on 
questions in the following areas: 
account classification, accounting vo- 
cabulary, arithmetic of comparative 
profit and loss statements, entering 
and posting, bank reconciliation, ad- 
justments in ten-column worksheet, 
analysis of depreciation histories, 
and tracing the effect of errors. It 
called for two hours of working 
time. 

The Achievement Test, Level II, 
provided one overall score derived 
from the following kinds of ques- 
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tions: fundamental classification re- 
lationships, entering transactions in 
books of original entry, posting 
books of original entry, analysis of 
adjustments, analysis of comparative 
operating statements of branches, 
cash record and bank reconciliation, 
analysis of depreciation histories, 
tracing the effect of errors, inventory 
methods, influence of inventories on 
net profit, comparison of inventory 
methods, and auditing. It was 
planned for administration in a work- 
ing period of four hours. Subsequent- 
ly, there was considerable demand for 
a briefer test at this level, and in 1949 
a two-hour Level II test, containing 
fewer questions on accounting and 
none on auditing, was made avail- 
able. 


The Orientation and Achievement 
Tests were set up for either hand 
scoring or machine scoring. Thus, 
it was possible for a college or ac- 
counting firm either to have the tests 
scored at the project office or to 
score them locally by means of scor- 
ing keys obtained from the central 
office. 


Early in the project, an extensive 
experiment was undertaken with the 
Strong Vocational Interest Blank. The 
blank was filled out by more than two 
thousand public accountants in the 
United States and more than one thou- 
sand in Canada. Typical profiles of in- 
terests on twenty-seven occupational 
scales, including accountant and CPA, 
were developed for the different levels 
of accountants in each country. A spe- 
cial report form was set up which facili- 
tated the comparison of the vocational 
interest profile of an individual with the 
median profile for men in the profes- 
sion. The Strong blank has been found 
to be a very valuable supplement to 
the Orientation and Achievement 
Tests, although one feature which 
somewhat restricts its use is that scor- 
ing on special mechanical equipment is 
essentially a requirement since hand 
scoring is virtually prohibited by the 
amount of time involved. 
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Services to Colleges and the 
Profession 

After approximately two and a half 
years of experimental work, the project 
entered a service stage, although it was 
recognized that much experimentation 
and research would necessarily be car- 
ried on for an indefinite period, The 
service program had two broad aspects, 
known as the College Accounting Test- 
ing Program and the Professional Ac- 
counting Testing Program. The col- 
lege testing program was started in 
the fall of 1946, and Orientation and 


Achievement Tests have been made 
available to the colleges each fall and 
spring since that time. The Strong 


Vocational Interest Blank has likewise 
been offered each fall and spring, al- 
though it may be given at ae time 
during the year, since the norms do 
not depend upon date of testing. 

In the professional testing program, 
the tests were offered to firms on a 
service basis in the spring of 1947, and 


they have been available continuously 
since that time. The use of the tests 


was later extended to include business 
and industrial organizations desiring 
to test accounting personnel, 

The College and Professional Ac- 
counting Testing Programs are closely 
related. Procedures have been set up 
so that college seniors and graduates 
who have taken the tests in college may 
have their results reported to employ- 
ers. Thus, it may be anticipated that 
as the number of students taking the 
tests at the college level increases the 
need for testing at the point of employ- 
ment will decrease, and it may after a 
period of vears almost be eliminated, if 
all, or nearly all, colleges offering ac- 
counting courses make it possible for 
their students to take the tests. 

The general plan in the college test- 
ing progr un is to use the test of orien- 
tation or aptitude, and in some in- 
stances the Achievement Test, Level I, 
in the fall soon after the school vear be- 
gins, and to base the spring testing pro- 
mainly upon Achievement ‘Tests, 
Levels I] and Il. -As already indicated, 
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the Strong Vocational Interest Blank 
may be employed at any time. Preced- 
ing each testing program, the project 
office sends to all colleges on its mail- 
ing list (now approximately 575 insti- 
tutions) an announcement of the tests 
to be used and forms for ordering the 
tests. The colleges appoint their own 
examiners for the administration of 
the tests. After the tests have been 
given, they may either be scored locally 
or returned to the project office for 
scoring and a report of the results. 
Tests scored locally are later returned 
to the project office where the accu- 
racy of the scoring is sampled before 
the results are used in normative data. 
Norms for these tests are prepared by 
the project office following each test- 
ing program. 

The Committee on Selection of Per- 
sonnel maintains control over all test 
materials at all times. No test is ever 
sold outright to a college or anyone 
else. The committee requires the proj- 
ect office to account for every copy of 
each test. All materials, both used and 
unused, must be returned by the insti- 
tution to the project office, and, in fact, 
the materials are recallable by the com- 
mittee at any time. Strict control of 
this kind is necessary in a nationwide 
testing program in order to maintain 


the integrity of the tests and make 
sure that the results have any real 
value. 


From the beginning, there have been 
two general purposes of the testing 
program in the colleges. The first of 
these is selection of promising students 
for the study of accounting and guid- 
ance of students during the period of 
study, The second purpose is the place- 
ment of graduates of accounting 
courses in positions. These two pur- 
poses are equally important. 

As the pregram has gone forward, a 
third purpose has emerged. This pur- 
pose is to provide colleges with a means 
for self-evaluation of their own courses 
of study and instruction in accounting. 

In order to assist colleges with prob- 
lems of selection and guidance, the 


June 


| 


The College Testing Program for Accounting Students 


project office returns to the colleges comparative charts, such as the one 
for tests scored centrally reports con- shown in Table III. 
taining class distributions and lists of For the carrying out of the second 
the scores and percentile ranks of in- purpose, that is, the placement of ac- 
dividual students. This type of report counting graduates in jobs, the project 
is illustrated in Tables I and II.° office makes available certified reports 
The colleges are also assisted in their on IBM cards, such as the one shown 
appraisal of individual students as well in Figure 1. An explanation of this 
as in the general evaluation of their report form is printed on the back of 
accounting curriculum by means of _ the card, as shown in Figure 2. 


3 Fictitious names have been used for the college and the students. 
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Figure 1 
‘on PROFESSIONAL ACCOUNTING TESTING 
A NORM GROUPS - PROGRAM 
Explanation of Report Card 
B College Senior Students 


The reverse side of thvs card has been punched to show the results of your Professional Accounting Tests, 
: Your scores on the Orientation Test and the Achievement Test were translated into percentile ranks. Per- 
Junior Accountants centiles on this test range from 1 te 99. A percentile shows the per cent of the individuals un your group who 
have scores below your own score. In order to make it possible to punch a profile of scores on this small card, 
S ‘ S ° A it was necessary to drop the units digits from the percentiles. Zero indicates percentiles failing within the 
emi-oenior ccountants range 1 to 9. means a percentile within the range 10 to 19; 2 signifies a percentile in the range 20 to 29; and 
so on up to 9. which indicates a percentile in the range 90 to 99. 
Senior Accountants Another woy of interpreting results on the Orientation and Achievement Tests is to say that zero means 
the lowest tenth of the group: 1 the next to the lowest tenth; 2 the third tenth, and so on up to 9, which 
desionates the highest tenth of the group. For example, if the number 5 is punched out in your record for the 


Total Accounting Group Achievement Test, this means that your score is at the median ora little above it. if 7 is punched out, your 
score is in the third tenth from the top; if 9 is punched out, you are in the highest tenth of your group on this 
test 
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Your scores on the Strong Vocational Interest Blank are reported in letter orades. Ratings of A indicate that 
you have the interests characteristic of men successfully engaged in the corresponding occupations. Ratings 
of B+ also indicate that your interests agree to a considerable teas with those of men in the occupaticns in 
question. Ratings of B and B— represent less assurance that your interests are simiiar to those of men in the 
occupations for which you obtained these grades. Ratings of C+ and C indicate little or no agreement in 
interests 


Tho Norm Group for the Orientation and 


Achiovement test percentiles is designated by 

You should also compare your interest profile with the median profile for 1.000 accountants. as shown by 
m the irregular continuous line on the profile form. On the whole. it is des'rab'e for one engaged in. or consider- 
the punch to the right of the appropriate | ing, accountancy as a profession to score high in the occupations named at the top of the list and to score low 
in these named at the bottom of the list. 

The Strona Vocational interest Biank measures interests only. It provides no evidence concerning ability 
or aptitude for an occupation. Ratings on the Strong Test should be considered as suggestiv2 only and in the 
light of al! other data bearing on vocational choice. 


group. 


Figure 2 
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TABLE I 

Achievement Test, Level II, Form C 

Distribution of Scores i 

College Tech Institute — Seniors Date April 12, 1949 


56 
54 
52 
50 
48 
46 
42 
40 
38 
36 
34 
32 
30 
28 
26 
22 


Raw | Scores 


nanae 


Broken line indicates median for seniors in 
accounting, spring, 1949. 
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| 
1 
18 
16 
| (2 
10 
3 
0-1 
; Total 31 
| 3 31.3 
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TABLE II 
‘ Class List 
College Tech Institute City _Ames State lowa 
Class _Seniors Date of report April 12, 1949 
ACHIEVEMENT TEST, 
Names of examinees LEVEL 11, FORM C 
Score hile 
Adams, Milton I. 17 | 36 
Anderson, Milton H. 
Barnes, Paul ., Jr. 21 | 50 
Bowen, Harold H. 34 | 90 
Brady, William G. 21 | 50 
Carter, John K. 26 | 68 
Clarkson, Sidney T. 13 | 2k 
Craven, Curtis G. 30 | 80 
Davis, Guy H. 18 | 39 
Evans, Ray W. 38 | 95 
Fletcher, Seth M. 26 | 68 
Harris, Thomas H. 31 | 83 
Hobson, Wayne M. 10 | 15 
Kennedy, James M. 17 | 36 
Kirk, John 7 9 
Levenson, Rolly C. 24 | 60 
Lewis, Nick J., dr. 14 | 26 
Matthews, William 17 | 36 
McCarthy, Jack D. 33 | 88 
Owens, Jack B. 22 53 
Peters, Felix 26 | 68 
Probst, Wayne F. 23 57 
Robinson, Boyd A. 4h | 99 
Sargeant, Roger 36 | 92 
Smith, David W. 23 
Stewart, James N. 4o | 96 
Taggert, Alan F., dr. 27 72 
Temple, Cal W. 16 | 32 
Watson, Wiltz, W. ,III 32 | 86 
Wilson, Alton M. 28 | 74 
Zeller, LaVelle 24 | 60 


Final percentiles are based on scores of 2,029 seniors in accounting, spring, 1949. 
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TABLE III 


Distributions of Scores Made on Orientation Test, Form B 
By First Year Students of Accounting in Five Colleges 


Colleges Indicated by Code Numbers 


56 35 
1 
3 
2 
1 
6 1 
1 
5 
13 2 
8 2 
8 1 
7 3 
12 6 
10 
1 
4 2 
1 2 
1 2 
1 1 
1 
107 32 
7303 60.9 
62.3 50.7 
49.6 40.0 
27-110 7-87 


58 47 


3-----8 


NW 


An 


June 


i 
| 
= 
128-130 128-130 
12), 12h 
120 120 
116 1 116 
112 112 
108 4 108 
104 2 104 
4 100 n 100 
96 25 96 
32 20 92 
88 26 88 
42 8 
80 ug 80 
; 68 55 68 
64 56 64 
60 46 60 
52 Lo 52 
48 39 48 
Lo 25 Lo 
3% uy 36 
: 32 8 32 
‘ 28 5 28 
2k 6 2h 
4 20 3 20 
16 16 
12 1 12 
8 8 
4 2 4 
0-3 1 0-3 
‘ Total 666 78 273 Total 
Q3 81.1 58.8 49.8 Q3 
la 68.5 44.0 37.5 Hd 
554k 32.3 26.9 Ql 
Range 13-116 n-96 0-89 Range 
pal 
ty 
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Costs of the Program 


During the experimental phase of 
the project and at the beginning of 
the service stage, test materials and 
scoring services were made available 
to the colleges without charge. When 
the larger part of the fund for the 
project had been used up as a result of 
test development, research, and_ test 
publication, it became apparent that it 
would be necessary to ask the colleges 
to share a portion of the cost if the 
program were to be continued. The 
present charge to the colleges for the 
use of the Orientation and Achieve- 
ment Test materials is fifteen cents per 
student for each test. If a college de- 
sires scoring and reporting services, the 
charge is 10 cents a student on each 
test. This charge is very close to the 
actual cost of the processing of the 
tests in the project office. The charge 
for the Strong blank is $1.80 an indi- 
vidual for the test material and scoring 
service, including a report on the spe- 
cial profile form prepared under the 
direction of the committee. 

Starting in the fall of 1949, the 
charge for the Level II test will be two 
dollars an individual for materials and 
required project office scoring. The 
costs of the other tests will not be 
changed from the present ones. 

Normally, the colleges do not pay 
for the certified reports of individuals 
which may be used in employment. 
College seniors or graduates order 
these reports voluntarily whenever 
they feel a need for them. A student 
desiring certified copies of his test re- 
sults may fill out a transcript order 
blank and submit it to the project of- 
fice. The charge for a certified re- 
port. including the Orientation Test, 
Achievement Test, Level II, and 
Strong blank, provided a student has 
taken all three tests, is $2.50 for any 
number of copies up to and including 
twelve. 


Extent of College Participation 


Up to May 9, 1949, 205 colleges had 
participated in some aspect of the ac- 
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counting testing program. Some of 
the colleges had tested only once; oth- 
ers had given the tests intermittently ; 
and still others had administered nearly 
the entire battery during each period 
that the tests were offered. The total 
number of tests administered in the 
colleges since the beginning of the pro- 
gram was 95,784 tests. 


A rough indication of the growth of 
the project is found in the number of 
colleges taking part in successive pro- 
grams. The numbers are as follows: 
fall 1946, 29 colleges; spring 1947, 57 
colleges ; fall 1947, 50 colleges; spring 
1948, 99 colleges; fall 1948, 63 col- 
leges; spring 1949, 143 colleges. Thus 
far, eighteen colleges in New York 
State have used the tests. Eight of 
these colleges are in or near New 
York City and ten are in upstate New 
York. There has been only slight 
use of the tests in several of these col- 
leges, but six of the colleges are using 
the tests regularly and fairly exten- 
sively. 


An important question concerning 
college participation in the program is 
whether most colleges require the tests 
of their students or place student par- 
ticipation on a voluntary basis and 
whether in the colleges where the test- 
ing is voluntary representative samp- 
ling is obtained? This question is of 
interest to all the colleges, for it is 
closely related to the validity of the 
norms and to the dependability of the 
comparative charts shown in the bul- 
letins issued by the project office. In- 
formation obtained from forty-five col- 
leges using the Level II test in the 
spring, 1949, program indicates that 
twenty-six colleges, or 57 per cent, re- 
quired their students to take the tests 
and that nineteen colleges, or 43 per 
cent, placed the testing on a voluntary 
basis. Of these nineteen colleges, 
twelve, or 63 per cent, were of the 
opinion that the results for their stu- 
dent groups were representative of the 
accounting achievement of the entire 
group of their seniors. One college 
estimated that the results were too 
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high, and one estimated that they were 
too low. Five colleges did not com- 
ment on this question. These data in- 
dicate that in more than 80 per cent 
of the colleges the testing was repre- 
sentative of the achievement of the 


seniors. 


Reliability and Validity of the Tests 

A question may appropriately be 
raised concerning available evidence 
relative to the reliability and vatidity 
of the tests being used in this program, 
particularly the Orientation and 
Achievement Tests constructed specifi- 
cally for the project. The pertinent 
research data in the files of the project 
office are too extensive td be reported 
here, but a summary may be of interest. 

Reliability—Most of the reliability 
data for these tests are either Spear- 
man-Brown or Kuder-Richardson re- 
liabilities. It is known that the 
Spearman-Brown formula somewhat 
overpredicts reliabilities for tests that 
are highly speeded, but it is probably 
fairly applicable to these tests, since the 
speed element is not as important as it 
is in a good many other tests. This is 
true especially of the Achievement 
Tests. The Kuder-Richardson formu- 
las tend to give minimum estimates of 
reliability. 

Most of the reliability data are drawn 
from colleges. All the correlations from 
college test results are based on scores 
of students at a given level of study. 

Although there tends to be a consid- 
erable range in the reliabilities based 
from different groups, the 
central tendency is approximately as 
follows: Orientation Test, verbal score, 
.90; quantitative score, .80; total score, 
91; Achievement Test, Level I, .94; 
Achievement Test, Level II, Four 
Hour Form, .97, Comparatively little 
data on the reliability of Achievement 
Test, Level II, Short Form C, are now 
available. A Spearman-Brown_ relia- 
bility of .77 for a college group and 
one of .86 for an employed group were 
obtained for this test. 


on scores 
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Validity.—Suitable criteria of the 
validity of the tests—that is, the worth 
of the tests for predicting success in 
the study of accounting and in employ- 
ment—are not readily found. A com- 
monly used criterion of success in the 
study of accounting in colleges is 
grades obtained in courses, and this 
criterion was employed with these tests, 
even though it is known to be fallible 
because it is not high in reliability. 
Median coefficients of correlations be- 
tween Orientation Test scores and col- 
lege grades are as follows: verbal score 
vs. grades, .33; quantitative score vs. 
grades, .43; total score vs. grades, .43. 
These correlations are significantly 
positive but not high, although because 
of the lack of reliability in the grades 
themselves very high correlations are 
not to be expected. It is interesting to 
see that although the reliability of the 
quantitative score is lower than that of 
the verbal score, the validity of the 
quantitative score for predicting college 
grades is higher than the validity of the 
verbal score and equal to that of the 
total score. This finding tends to sup- 
port the view expressed by various 
teachers of accounting to the effect that 
in future forms of the Orientation Test 
it may be desirable to lengthen the 
quantitative section or in some way to 
weight it more heavily in the total 
score. The median correlation of 
scores on the Achievement Test, Level 
I, with grades in accounting courses is 
.60, with a range from .41 to .76. It 
will be observed that the relationship 
of the Achievement Test to college 
grades is definitely higher than the cor- 
relation between the Orientation Test 
and grades. This finding is consistent 
with what one would expect, for the 
Achievement Test is designed to pro- 
vide a measure of what is learned in 
college study, while the Orientation 
Test is intended to be a broader mea- 
sure not directly related to the content 
of college courses. 

Nevertheless, the practical value of 
the Orientation Test for the selection 
of good and poor accounting students 
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may be greater than one would expect 
on the basis of the size of the correla- 
tion coefficients. For instance, in a 
study based on 840 students who en- 
tered the Wharton School of Finance 
and Commerce of the University of 
Pennsylvania in September, 1948, it 
was found that among the highest quar- 
ter of the students on the Orientation 
Test, 85 per cent obtained grades of A, 
B, or C in elementary accounting, while 
only 15 per cent obtained grades of D, 
E, or F’; whereas in the lowest quarter, 
as indicated by the Orientation Test 
scores, 32 per cent obtained grades of 
A, B, or C, and 68 per cent received 
grades of D, E, or F.+ These data do 
suggest that the Orientation Test 
should be definitely useful in choosing 
promising students for the study of ac- 
counting and as a basis for the guid- 
ance of poor students away from this 
field. 

A thorough appraisal of the validity 
of the tests for predicting success in 
employment calls for much more in the 
way of follow-up studies than has thus 
far been undertaken. A limited amount 
of data on the validity of Achievement 
Test, Level II, for predicting success 
on the job is available. For example, 
when one large public accounting firm 
used the long form of the Level II test 
with its employees, it was found that 
senior accountants rated as technically 
qualified and high in promise had a 
mean percentile rating of 91, while 
seniors technically qualified but show- 
ing little or no promise obtained a mean 
percentile rating of 59; first assistants 
rated as technically qualified and of 
good promise obtained a mean per- 
centile of 79; the mean for first assist- 
ants qualified and of little or no prom- 
ise was 49; the mean percentile for 
second assistants rated as technically 
qualified and of good promise was 49; 


and the mean percentile for second as- 
sistants judged as technically qualified 
and of little or no promise was 15. It 
will be observed that here there is a 
steady progression from a high mean 
percentile rating to a low one as one 
goes from the higher categories to the 
lower ones. These data are encourag- 
ing, but a much more extensive study 
is needed. Such a study calls for co- 
operation from accounting employers 
in rating employees on the basis of a 
carefully formulated rating plan which 
can be expressed in quantitative terms. 


Main Accomplishments 


The following are among the more 
important accomplishments of the 
project thus far: 

1. It has demonstrated that signifi- 
cant aspects of accounting can be meas- 
ured objectively with high reliability 
and less expensively than they can be 
appraised by other means. 

2. The Strong Vocational Interest 
Blank, which is one of the two most 
widely used interest tests in the United 
States, has been shown to be a valuable 
instrument for the appraisal of the in- 
terests of accountants. Experience with 
this blank in the present project indi- 
cates that it provides a dependable basis 
for forming judgments concerning in- 
terests in not less than 90 per cent of 
the cases. 

3. Both colleges and accounting 
firms have been provided with a basis 
for comparable measurement of the 
aptitude and achievement in accounting 
of individuals and groups. No such 
basis of comparability was available be- 
fore. It is well known that college 
grades give only the appearance of 
comparability without the actuality, for 
standards may vary so widely that an 
A from one college may be indicative 


4+T, A. Budd, “Observations Concerning the Accounting Orientation Test at the Uni- 


versity of Pennsylvania,” Bulletin No. 7. 


(Forthcoming publication of the Committee on 


Selection of Personnel, American Institute of Accountants.) 
5 For more detailed information on the reliability and validity of these tests see Robert 


Jacobs, “Measurement and Guidance in the Field of Accounting,” 


Wayne University, Detroit, Michigan, 1949, 


1949 


Doctor’s dissertation, 


361 


| 


The New York Certified Public Accountant . 


of no higher ability and achievement 
than a C from another college. 


4. A test service program has been 
set up and has thus far been carried on 
at charges to users below actual costs. 
This program includes a central file of 
results of all tests administered in the 


colleges. 


5. A considerable number of 
leges have been stimulated to reex- 
amine their accounting curriculums in 
the light of the test results to determine 
whether or not changes and improve- 
ments seem to be needed. Care should 
be used to avoid letting the tests deter- 
mine the curriculum in any way, but 
self-appraisal stimulated by comparison 
of test results obtained locally with na- 
tional norms would seem to be entirely 
desirable. 


col- 


What the Tests Will Not Do 


Occasionally, new users of the ac- 
counting tests have expressed disap- 
pointment because some aspect of the 
tests has not come up to their expecta- 
tions. It should be understood that no 
test can ever be expected to function 
with 100 per cent effectiveness. There 
will always be at least a few individuals 
who for one reason or another, in a 
particular testing situation, will not 
show their true ability or achievement 
on tests of this kind. A single test re- 
sult is less reliable and valid than the 
results of a. series of Thus, 
wherever possible, the three types of 
tests should be used in relation to one 


tests. 


another. 


Moreover, a test can be expected to 
be valid only when it is used for the 
purpose for which it was designed. It 
is especially important to keep this 
point in mind when the results of the 
Strong Vocational Interest Blank are 
being considered. The Strong blank is 
designed to measure interests only. It 
is not in any sense of the term a test of 
aptitude, abilitv, or achievement. It is 
the fact that it provides measurement 
in an area different from ability or 
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achievement that contributes to its use- 
fulness in this program. 


Future of the Program 
The interest of colleges and public 
accounting firms in the project. has de- 
veloped so rapidly that the project office 


-often finds it difficult to meet all re- 


quests. The favorable attitude of pub- 
lic accountants toward the project is 
shown by the fact that more than thir- 
teen hundred accounting firms and in- 
dividuals have permitted their names to 
be published indicating that they will 
give preference to applicants who have 
taken this series of tests. This does 
not mean that a large proportion of 
these individuals and firms are actually 
using the tests at present; rather, it 
means that these emloyers are desir- 
ous of having the results of tests given 
in the colleges reported to them. 

Comments from many colleges indi- 
cate that the program is proving defi- 
nitely helpful in selection, guidance, 
placement, and evaluation of students. 
While it is recognized that certain 
characteristics of an individual that are 
important for advancement in study 
and practice in the accounting field 
must be appraised by other procedures, 
ceived by the project office indicates 
that the great majority of the users be- 
lieve that the test battery provides de- 
pendable objective information concer 
ing areas of aptitude, achievement, and 
interests essential to success in this 
field. 

The main question relative to the fu- 
ture of the project is a financial one. 
The construction and validation of new 
forms of the tests at frequent intervals 
and the carrving on of a continuous 
service program, with the necessary 
provision for adequate research and 


curate records, require a consider 
investment. The public acc ig 
firms and the American [ 


Institute of 
Accountants carried the main nci 
burden of the project during its first 
five years. Recently, a large number of 
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colleges have been very cooperative in 
showing their willingness to assume a 
proportion of the cost of the project. 
If sufficient income can be derived from 
the use of the tests to support the serv- 
ice program and also to make possible 
such research work as will be necessary 
to keep the tests up to date, it may be 
anticipated that the project will be con- 
tinued indefinitely. 

It seems reasonable that since both 
colleges and firms stand to benefit from 
the testing program both should share 
in the support of the project. The 
charge to accounting firms and business 
and industrial organizations for indi- 
vidual reports of test scores of candi- 
dates for employment is fairly substan- 
tial ($12 per individual for complete 
materials and service). On the other 
hand, it is the policy of the committee 
to set the charge for the tests to be used 


in selection and guidance in the colleges 
at a low level. Consequently, the vol- 
ume of college testing must be large in 
order to create a sizeable income. 


In the last analysis, this project will 
continue and expand in scope and use- 
fulness, or it will be closed down, de- 
pending on whether the colleges feel 
that the value of the tests in selection, 
instruction, and guidance of students is 
worth the relatively modest cost and 
the trouble of participating in the pro- 
gram. The extensive and growing in- 
terest on the part of colleges through- 
out the country is favorable to the con- 
tinuance and expansion of the project. 
The attitude which the colleges and 
universities in New York State may 
assume toward the project will unques- 
tionably have an important bearing 
upon this trend. 


The Application of Statistical Techniques 
in Auditing Procedures 


(Continued from page 350) 


the advantage of the statistical method 
that it can determine the sample size 
and decision-making rule to reflect 
these requirements as to tolerable 
risks: and that many most difficult 
problems must be solved before statis- 
tical methods can be applied to audit- 
ing. Also, it must not be assumed 
that the use of statistical techniques 
would relieve the auditor of all deci- 
sion-making. The auditor would have 
to determine the maximum risks of 
making incorrect decisions, the levels 
of error rates which are satisfactory 
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and unsatisfactory, and his experienced 
judgment no doubt would still be nec- 
essary to detect the faint traces of a 
fraud. 


The problem of the application of 
statistical techniques to auditing is an 
important and difficult one, and its so- 
lution appears possibly only through 
the joint, cooperative efforts of the 
auditor and the statistician. While the 
difficulties involved loom large, they 
should not deter one from at least 
trying to solve the problem. 
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By Morton Getter, C.P.A. 


and 


Betry R. Geter, C.P.A. 


Rent Control, one of the few surviv- 
ing federal wartime regulations,' has 
recently been re-enacted in amended 
form to June 30, 1950.2 In addition to 
the Federal Act, New York City’ and 
New York State* rent restrictions have 
been extended for another year. On 
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1 Emergency Price Control Act of 1942. 
2 Housing and Rent Act of 1949. 


all three governmental levels the tem- 
porary necessity for control is stressed. 
Title IT of the Housing and Rent Act 
of 1949 declares: 

“The Congress hereby reaffirms ... 
that unnecessary or unduly prolonged 
controls over rents would be inconsist- 
ent with the return to a peace time 
economy .« . °° 
At this time when the need for rigid 

lative controls appears to be grind- 

ing to a comparatively early end, the 
legislatures recognize that flexibility of 
administration is required where only 
one major element of our economy is 
subject to artificial barriers.® 

To protect tenants and still to enable 
owners of rental property to operate 
without undue hardship necessitates in- 
telligent interpretations of borderline 
situations. To be able to make wise 
decisions in view of the amended law 
will require rental authorities to obtain 
more financial information than ever 
before.? This factor projects increased 
work and obligations for accountants. 
It is our opinion, that this is another 
field in which the accountant and the 
lawyer can work together with the most 
satisfactory results. Although our pro- 
fession concerns itself primarily with 
the financial information required, in- 
telligent assistance can be offered onls 
by an overall understanding of the 
housing legislation. 

It is impossibie in this brief article 
to cover in detail a topic of such com- 
plexity; however, a general survey of 
the existing controls may assist you 


3 New York City Administrative Code, Sections U41—6.0, 7.0, 8.0, 9.0. 
4 Business Rent Law, Chapter 535, Laws of 1949; Commercial Rent Law, Chapter 534, 


aws of 1949, 
5 Section 201 (a). 


6 Ibid; New York State Laws, supra, Note 4. 
7 Section 204(b) of Federal Housing and Rent Act of 1949 provides for maximum rents 


at level 
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properly to approach problems which 
may arise in the future. 


On the Federal level, the Housing 
and Rent Act is administered by the 
Housing Expediter.§ Directly respon- 
sible to the Housing Expediter are 
eight Regional Housing Expediters in 
charge of their respective Regional 
Rent Offices. These Regional Rent 
Offices supervise and direct the admin- 
istration of Federal Rent Controls over 
an area consisting of several states.? 
Regional Rent Office IT, located in the 
Empire State Building, includes the 
states of Delaware, Maryland, New 
Jersey, New York and Pennsylvania.!° 
Area Rent Offices, headed by a di- 
rector, are in immediate charge of rent 
controls in the various sections of the 
country subject to Federal Rent Regu- 
lations, 

With certain exceptions, the Hous- 
ing and Rent Act of 1949 declares that 
all housing accommodations in defense 
rental areas are subject to control.!? 
The term housing accommodation is 
defined as all property rented or offered 
for rent for living or dwelling purposes, 
together with all services, furnishings 
and facilities connected with the use or 
occupancy of such property.?% 

Housing accommodations exempted 
from control include : 


1. All hotels outside of New York City 
and Chicago and hotels in the cities of 


New York and Chicago which are classi- 
fied as transient hotels. (Non-transient 
hotels in New York and Chicago are sub- 
ject to control under the Federal Housing 
and Rent Law. If 25% or more of the 
occupied housing accomodations on March 
1, 1949, were used by tenants who had 
continuously resided in the hotel for more 
than 90 days, then the hotel is a non- 
transient hotel.14¢ In the prior law all 
hotels were free of Federal rent ceilings,15 
but the New York City Hotel and Room- 
ing House Law protected those hotel ten- 
ants who occupied their accommodations 
for a period of 90 consecutive days im- 
mediately prior to July 1, 1947.16 


2. Motor courts, trailers and_ trailer 
space serving transients or any tourist 
home serving transient guests.17 (This 
exemption is carried over from the 1948 
law. Non-transient occupancy of trailer 
camps is subject to control.) 


3. All housing accommodations made 
available for the first time on or after 
February 1, 1947, whether by new con- 
struction, change from a non-housing to 
housing use, or additional housing accom- 
modations created by conversion of large 
apartments not fully occupied to several 
smaller sized apartments.!8 (Conversions 
completed after April 1, 1949, will continue 
to be subject to the law unless decontrolled 
by the Housing Expediter. This provision 
is practically unchanged from prior years’ 
law.) 


4. Furnished rooms located within a 
single dwelling unit not used as a rooming 
house where no more than two paying 
guests, not members of the landlord’s im- 
mediate family, live in such dwelling unit 
and the remaining portion is occupied by 
the landlord or his immediate family.19 


8 Section 204(a) of Federal Housing and Rent Act of 1949. 
9 Code of Federal Regulations, Chapter VIII, Part 851, Sections 851.30, 851.51. 


19 Jd., at Section 851.51. 

11 Jd., at Section 851.40. 

12 Section 202(c). 

13 Section 202(b). 

14 Section 202(c) (1) (A) and (B). 


15 Housing and Rent Act of 1947 as amended by the Housing and Rent Act of 1948, 


Section 202(c) (1). 


16 New York City Administrative Code, Section U41—6.0. 

17 Housing and Rent Act of 1949, Section 202(c) (2). 

18 Jd., at Section 202(c) (3). For exception, see Jd., at Section 202(c)(3) (a) and Code 
of Federal Regulations, Part 825, Paragraph 825.2, Section (1) (b) (2) (ii) (a) providing for 
continued control of housing accommodations constructed or converted on or after February 
1, 1947, for veterans who occupied such premises on June 30, 1947. 

19 Housing and Rent Act of 1949, Section 202(c) (4). 
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Under the regulations presently in 
effect, in addition to the housing ac- 
commodations specifically exempted by 
statute, the Housing Expediter has re- 
moved other premises from control. 
These dwelling spaces include: service 
emplovee quarters, tenant farmer 
space, premises subject to underlying 
leases, space rented to the United 
States Government through the Na- 
tional Housing Agency, resort housing, 
rooms in hospitals, charitable or edu- 
cational institutions used in carrying 
out such purposes, rooms in bona fide 
non-profit clubs and college fraternity 
and sorority houses.?° 

The present rent bill provides for 
further decontrol.2!: The Housing Ex- 
pediter must, if requested by a state 
legislature or an incorporated village, 
city or town, with the approval of the 
state’s governor, decontrol an area.?? 
Governor Dewey has stated that he 
would refuse to approve removal of 
Federal rent control from any part of 
the state “except upon the clearest 
proof that controls are neither neces- 


sary nor desirable.”’’: 


2 
3 


The Federal Housing Expediter is 
empowered to promulgate Rent Regu- 
lations for the administration of the 
Housing and Rent Acts. These regu- 
lations play a major role in the admin- 
istration of Federal Controls. Congress 
grants the Housing Expediter wide 
discretionary power to make rules deal- 
ing with maximum rents, required liv- 
ing space and services, premises ex- 
empted from control, and eviction of 
tenants.-# 

Under the prior Federal Rent Laws 
which terminated on March 31, 1949, 


. Section 1(b). 
21 Section 204(c). 
22 Section 204(j). 


the Housing Expediter was authorized 
to make such regulations and orders 
as might be necessary to remove hard- 
ships or to correct other inequities, giv- 
ing due weight to whether or not the 
landlord was suffering a loss in the 
operation of the housing accommoda- 
tions.?5 
The regulations adopted under this 
provision fell into three main catego- 
ries :76 
1. Adjustments based upon physical 
change in the accommodations, increased 
services, major capital improvement or 
increase in occupancy. The increase in this 
category was measured by the difference in 
rental value before and after the change. 
2. Adjustments based upon inequity of 


the rent level. The rent charged for com- 
parable accommodations on the maximum 
rent date determined the increase granted. 


3. Adjustments based on financial oper- 
ations of the property, namely, either 
“hardship” or “operating loss.” ‘‘Substan- 
tial hardship” occurred when the “present 
net income” from controlled property was 
less than the average “net income for a 
prior base period” due to unavoidable in- 
crease in “operating expenses. 

The provisions of the new rent con- 
trol law have replaced only the third 
category by a new yardstick. 

The standard in the current federal 
law states that in making and recom- 
mending individual adjustments to re- 
move hardships, the Housing Expe- 
diter shall observe the principle of 
maintaining maximum rents, so far as 
is practicable, at levels which will yield 
to the landlords a fair net operating 
income for such accommodations.?7 

The Federal Housing Expediter, 
Mr. Tighe Woods, has interpreted this 
section of the law as follows: 


20 See Code of Federal Regulations, Part 825, Paragraph 825.2, Section 1(b); Paragraph 


23 New York Herald Tribune, March 29, 1949. 
24+ See Note 8, supra, and Section 204(d) and Code of Federal Regulations. 
25 Housing and Rent Law of 1947 as amended by the 1948 Law, Section 204(b) (1). 


825, 


26 Code of Federal Regulations, Part 
Section 5. 


Paragraph 825.2, Section 5; Paragraph 825.6, 
It is to be noted that these adjustments are not self-executing. They are available 


enly after an application for a change has been approved by the Area Rent Director. 


27 See Note 7, supra. 
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“A net operating income shall be con- 
sidered a fair net operating income if it 
is 25% or more of annual income in the 
case of buildings containing one to four 
dwelling units, and 20% or more in the 
case of buildings containing five or more 
dwelling units. 

If a fair net operating income is not be- 
ing obtained, adjustments shall be ordered 
so that the net operating income will be 
30% of annual income in the case of build- 
ings containing one to four dwelling units 
and 25% in the case of buildings contain- 
ing five or more dwelling units.’’28 


The Office of the Housing Expediter 
has prepared a form, D-106, entitled 
“TLandlord’s Petition for Increase in 
Rent to Secure a Fair Net Operating 
Income,” in order to facilitate the filing 
of claims pursuant to the new law and 
regulations. Copies of this form may 
be obtained at local Area Rent Offices. 
The petitioner must file two copies for 
each building for which an increase is 
sought. 


An analvsis of the information re- 
quired by the petition will best explain 
the operation of the recent change in 
the law. “Net Operating Income”’ is 
defined as the amount by which ‘“An- 
nual Income’ exceeds “Annual Oper- 
ating Expenses” during the “Test 
Year.”” The “Test Year” to be selected 
by the landlord must be the most recent 
full calendar or fiscal year, or any 
twelve consecutive months ending not 
more than 90 days before the date of 
filing the petition. 


“Annual Income” is the total of the 
monthly or weekly scheduled rents on 
the date the petition is filed, multiplied 
by 12 or 52 to convert them to an an- 
nual basis, plus any income other than 
rents derived from the operation of the 
building during the test year. It should 
be pointed out that the actual earned 
rental is not used for the purpose of 
this adjustment. Part D of the form 
provides for the listing of every resi- 


dential and commercial unit in the 
building, the present occupant of each 
unit, the present rental and the man- 
ner in which such rental was deter- 
mined; i.e., voluntary lease in effect, 
uncontrolled residential or commercial 
premises, or maximum rent.2? In the 
case of units with maximum rents, the 
present maximum is included although 
no rent or a nominal rent is collected. 
Uncontrolled units are to be included 
at the present rental, unless no rent or 
only a nominal rental is collected, in 


which event, the full rental value 
should be substituted. In listing 
monthly or weekly rentals, special 


problems arise where the rent varies 
during the year. The rent during dif- 
ferent periods of the year should be 
converted to an annual basis by mul- 
tiplying each maximum rent by the 
number of months (or weeks) of the 
year it is in effect; the results should 
be totaled, then divided by 12 (or 52). 


Part E of the petition provides for 
the inclusion of other operating in- 
come, such as receipts from phone 
service, laundry equipment, etc., actu- 
ally received by the owner during the 
test year. 

Part B of the form provides for the 
listing of annual expenses, excluding 
repairs and replacements. It should 
be noted that certain other annual ex- 
penses may not be deducted. These 
include interest, mortgage payments 
and salary for the owner or his spouse 
or for corporate officers. Nine sepa- 
rate classifications of annual expenses 
in the test year are listed, as follows: 

Heating Fuel 

Utilities 

Payroll 

Janitorial Materials 


Real Estate Taxes 
Insurance 
Interior Painting 

and Decorating 
Depreciation 
Miscellanious Expenses 


28 Code of Federal Regulations, Part 825, Paragraph 825.2, Section 5(a) 18. 

2? The maximum rent is the rental on the day rents were frozen under the former 
(O.P.A.) regulations, except where modified by rent control officials or by voluntary leases 
permitted by law. For the New York City Defense-Rental Area, the maximum rent date is 


March 1, 1943. 
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A brief explanation of relevant fac- 
tors to be considered in setting fort) 
the expenses in this part follows. 

Where there is a significant differ- 
ence between the inventory of fuel on 
hand at the beginning and the end of 
the year, an appropriate adjustment to 
the expense may be made. 

If the building has incurred an in- 
crease in utility rates or governmental 
charges for sewerage or garbage col- 
lection, which have not been in effect 
for the full test year, this increased ex- 
pense may be projected on an annual 
basis, provided Form D-100 is sub- 
mitted, analyzing the test year expenses 
and the increase in charges. 

Payroll expenses for repairs and re- 
placements which do recur each year 
may be deducted in Part B; otherwise, 
such payroll expenses should be trans- 
ferred to Part C, Repairs and Replace- 
ments. If employees live in rental units 
the use of which is considered part of 
their remuneration, the rental value of 
the occupied units should be included 
in payroll expense, since it has been 
included as rental income in Part D. 
Where a permanent increase in payroll 
expense has been in effect for at least 
a month, Form D-100 should be filed 
to permit a projection of this increase 
on an annual basis, by multiplying the 
month’s payroll by 12, where there are 
no seasonal variations in the test 
vear's payroll. If there are seasonal 


variations, the payroll for the last 
month (the month of increased ex- 
pense) should be converted to an an- 


nual basis by multiplying it by the ra- 
tio of payroll for the test year which 
corresponds to the last month (or the 
payroll for the month preceding the 
year, if the last month is the last 
month of the test year). 


test 


Janitorial Materials should not in- 
clude materials used for repairs and 
replacements or supplies purchased for 
future requirements which are not used 
during the test vear. 

Annual Real Estate Taxes should be 
the amount shown on the latest tax 


bill. Where tax increases have oc- 
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curred since the landlord received his 
latest tax bills, they shall be allowed 
only if supported by a signed state- 
ment from the local tax official. Ap- 
propriate reduction should be made 
where the landlord has appealed for, 
and secured, a tax refund or assess- 
ment reduction on the property. 

Insurance expense is to be computed 
in the usual manner by prorating the 
expense over the period that the in- 
surance coverage is in effect. 

Interior Painting and Decorating 
represents the average of the expenses 
during the test year and two prior 
years. 

Depreciation is included in operat- 
ing expenses as the lesser of the fol- 
lowing : 

1. The amount shown on the tax return, 
or 

2. 21% of the present annual income for 
buildings containing one to four units, or 

16% ot present annual income for build- 

ings containing five or more units. 

No expense should be included for 
capital improvements or the original 
investment, because these items are 
covered by the allowance for deprecia- 
tion. However, capital improvements 
which were made after the end of the 
tax year covered by the latest required 
income tax return shall be figured at 
214% of the cost of the capital im- 
provement and added to the deprecia- 
tion shown on the income tax return. 

Miscellaneous expenses should be 
analyzed as to each type of expense. 
Management fees may be properly in- 
cluded, if actually paid, but not in ex- 
cess of the rate customarily charged 
in the community. 

Major losses resulting from storms, 
fires, and acts of God, etc., which are 
not fully covered by insurance, shall 
not be considered as operating ex- 
penses. 

Where a substantial portion otf the 
operating expenses are due to expendi- 
tures on the Jandlord’s own unit, the 
disbursements will be considered as 
proper operating expenses only if the 
same expenses are customarily in- 
curred for the other units. 
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Part C, of the landlord's petition, 
Form D-106, entitled Repairs and Re- 
placements, provides for an allocation 
schedule indicating the period over 
which certain expenses recurring at in- 
tervals of more than one year must be 
prorated. Exceptions from the alloca- 
tion periods shown in this schedule 
may only be made when it is conclu- 
sively established that such expenses 
have been incurred at more or less fre- 
quent intervals. Some examples of 
items included in the allocation sched- 
ule are as follows: complete replace- 
ment of exterior painting must be al- 
located over four years; plastering re- 
pairs prorated over ten years and a 
complete replacement of plastering, 
over twenty years. The form provides 
for five columns to assist in the calcu- 
lation of the test year charge: 


Description of Item 
Year of Purchase or Completion 
Cost 
Allocation Period 
5. Test Year Charge (determined by 

dividing the cost by the allocation period). 

A worksheet for the computation of 
fair net operating income pursuant to 
the regulations appears below as Ex- 
hibit “A.’’3° It is to be noted that the 
work sheet is divided into two parts. 
Part A provides for the calculation of 
the ratio of present income to annual 
income. If the percentages determined 
are below the Housing Expediter’s in- 
terpretation of fair net operating in- 
come, i.e., 25% for buildings contain- 
ing four or less dwelling units, or 20% 
in the case of buildings containing five 
or more dwelling units, then Part B 
should be used to determine the amount 
of the increase to be granted.” | 


EXHIBIT A 
WORKSHEET TO DETERMINE FAIR NET OPERATING INCOME 
— Part A — 

Line Item Source Amount 
1 Total Monthly Rents Total of Col. 4, Part D $x ux 
2 Annual Scheduled Rents Line 1 Multiplied by 12 3 x 
Other Income Part E 
4 Annual Income Total of Lines 2 and 3 Sx 
5 Expenses (except Repairs Total of Part B (using 

and Replacements ) proper Depreciation ) S 2 
6 Repairs and Replacements Total of Col. 5, Part C x Xx 
7 Annual Operating Expenses Total of Lines 5 and 6 Sx 22% 
8 Net Operating Income Line 4 minus Line 7 Se 
9 Present Income Ratio Line 8 divided by Line 4 x x % 
If Line 9 indicates a lower figure than the fair net operating 
income percentage established by the Housing Expediter, Part B 
should be prepared to determine rent adjustments. 
— Part B — 
10 Annual Income to be Line 7 divided by .70 for 5% sx 
Established Small Buildings, or —== 
by .75 for Large 
Structures 
11 Annual Dollar Rent Increase Line 10 minus Line 4 S$ xxx 


39 The column headed “Source” in Exhibit “A” refers to information reported on 


Form D-106. 
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A Suggested System 


of Inventory Control 


for Exporters 


By Louis H. 


pane exporter serves a unique pur- 
pose in our economy. On the one 
hand, we have the purchaser in the for- 
eign country anxious to buy our prod- 
ucts. On the other hand, we have our 
producers always seeking new markets 
for their goods. Between them stand 
the barriers of oceans, foreign exchange 
problems, export licenses, packing, 
cargo space, and insurance, to mention 
but a few. At this point the exporter 
steps in and bridges the gap between 
the American producer and the foreign 
purchaser to the mutual satisfaction of 
both parties. 

Acting as the purchasing agent for a 
foreign client, the exporter’s problem 
of inventory control is different from 
that of the ordinary mercantile concern. 
Whereas the latter generally purchases 
merchandise for use in manufacturing 
or trade and physical control thereof is 
had by such a purchaser in his store- 
room or warehouse, the exporter’s “in- 
ventory” is, in a sense, not his own, but 
is purchased on the order of his foreign 
client. 

Let us consider a simple export 
transaction. The foreign purchaser ca- 
bles or airmails his order to the ex- 
porter. The exporter places the order 
with the domestic supplier. When the 
merchandise is ready for shipment, the 
supplier invoices the goods to the ex- 
porter and is paid by the exporter in 
American dollars in accordance with 
the supplier’s ordinary domestic credit 


Louis H. Zierr, C.P.A., was 
graduated from the College of the 
Citv of New York with the degree 
of Bachelor of Science, in 1931. He 
continued his graduate work in ac- 
countancy at the School of Business 
and Civic Administration. At pres- 
ent, he is a senior on the staff of 
Klein, Hinds and Finke, C.P.A’s. 
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terms. In order to minimize transpor- 
tation costs the exporter, as a rule, 
directs the supplier to deliver the mer- 
chandise to the nearest port from which 
vessels sail to the foreign country in 
which his customer is located. The ex- 
porter’s traffic department then ar- 
ranges for the merchandise to be taken 
from the common carrier, secures ship- 
ping space, ocean bills of lading, insur- 
ance coverage, and all the necessary 
documents required to ship the mer- 
chandise and support the usual drait 
drawn on the foreign customer for pay- 
ment. 

Why is inventory control essential ? 
The accounting department has dis- 
bursed money for merchandise, which 
may be en route from any point in this 
country. The traffic department pre- 
sumably knows just where the mer- 
chandise is. Management knows :t has 
inventory paid for, but due to the na- 
ture of the business the accuracy of the 
inventory cannot be determined by a 
physical check. There is always the 
possibility that the merchandise has 
never been transshipped but is lying 
neglected somewhere on a railroad sid- 
ing, building up storage charges while 
the foreign client impatiently awaits its 
arrival. Another possibility is that the 
merchandise was shipped abroad but 
was never rebilled. Had the merch 1an- 
dise been in the exporter’s warehouse, 
someone would be sure to see it if it 
remained there for any length of time. 
With goods scattered all over the coun 
try en route to shipping points, at 
steamer piers, or in a packer’s hands to 
be consolidated with other goods int 


goods into a 


larger shipment, there are real inven- 
tory problems. to be faced. 

The accountant has a dual objective. 
The svstem he installs must c - 1 the 
inventory for the client and, also, 
should be in such form as to enabl e the 
auditor to ascertain the accuracy of the 

June 


| 
= 


A Suggested System of Inventory Control for Exporters 


purchases, sales, and inventory figures. 

A relatively simpie system, which the 
writer has found meets these problems 
with a minimum of effort, is described 
in the balance of this paper. 

As the exporter is obligated to pur- 
chase his foreign client’s requirements 
at the best possible terms and price, the 
customary procedure is for him to rebill 
them to his client at cost. His profit 
flows from commissions earned rather 
than from a trading differential. Thus, 
if an item enters the inventory through 
purchases at one amount, it leaves the 
inventory through sales at the same 


amount. The excess of purchases over 
sales becomes the inventory on hand. 
The mechanics of the system are quite 
simple. 

Upon the receipt of an order from 
the foreign client, a domestic order is 
prepared and sent to the supplier. The 
domestic order number is the basis for 
all documents pertaining to the proper 
accounting for the transaction. An in- 
ventory index card having the same 
number as the order is used to record 
all the information required for inven- 
tory control. A form of such inventory 
index card is set forth in Figure 1. 


FOR (Name of foreign client) 


#(Same as order #) 


_FROM (Name of domestic supplier) 


DRAWN 


Amount 


Draft# Date | 


Amount 


Figure 1 


When the supplier's invoice is re- 
ceived and found to be in agreement 
with the terms and specifications of the 
order, the invoice is paid in accordance 
with the credit terms. No purchase 
entry is made until payment is effected. 
The payment is recorded in the cash 
disbursements book as a credit to cash 
and a debit to merchandise purchases. 
The amount of the purchase is then 
recorded on the inventory card on the 
“paid” side. 

After all of the various details are 
completed by the traffic department, a 
draft is prepared for the merchandise 
amount plus incidental charges and 
commission. No sale is recorded until a 
draft is drawn; then the accounting 
copy is entered in the sales book as a 
debit to drafts receivable and the vari- 
ous contra accounts (such as merchan- 
dise sales, freight, packing, insurance, 
etc.) are credited. The merchandise 
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amount of the sale is then posted to the 
“drawn” side of the inventory card 
and the transaction is complete. 

Our inventory card is now in bal- 
ance, and we have a complete history 
of the transaction should any occasion 
arise for this information. 

However, at the end of our account- 
ing period, we may find cards that are 
not in balance. Merchandise has been 
paid for but not shipped; or merchan- 
dise has been shipped but not paid for, 
due to “E.O.M.” terms of the supplier. 
A listing is made of the items “paid 
but not drawn for,” and another listing 
is made of items “drawn for but not 
paid.” The accounting department then 
lists all supplier’s invoices which have 
neither been paid for nor rebilled. This 
list is known as the “neither paid nor 
drawn”’ listing. 

We are now able to prove the ac- 
curacy of these inventory lists, as fol- 
lows: 
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Inventory, beginning of period...... 


Merchandise purchases 


Merchandise sales 


Drawn Dut NOt - Paid 
Neither paid nor drawn............ 


The first three items in our recon- 
ciliation are obtained from the general 
ledger and represent the following : 

Inventory at the beginning: The dol- 
lar value of the inventory at the start 
of the exporter’s accounting period. 

Verchandise purchases: The dollar 
value of all merchandise paid for. 

* Merchandise sales: The dollar value 
of all merchandise shipped and drawn 
for (t.e., draft drawn on an importer). 

The next two items in our reconcilia- 
tion are obtained from the inventory 
cards and are as follows: 

Paid but not drawn: The dollar 
value of merchandise paid for, but for 
which no draft has yet been drawn. 


$ 


Drawn but not paid: The dollar 
value of merchandise that has not yet 
been paid for, but for which a draft has 
been drawn on the importer. 

The final item on our reconciliation, 
as mentioned before, is the total of all 
suppliers’ invoices that have neither 
been paid for by the exporter nor 
drawn for by draft on the importer. 
The exporter has a liability to the sup- 
plier for the merchandise represented 
by these invoices. 

Let us examine a few illustrative 
transactions that will more readily ex- 
plain the functioning of the inventory 
control system. 

At the start of the accounting period 
we have: 


1. Order #1000—A.B.C. Mfg. Co., $10,000, represented by an invoice paid for 
in the prior accounting period but not drawn for on the importer. This, there- 
fore, is our inventory at the beginning. 


2. During the month we receive the following invoices: 
Order =1001—D.E.F. Corp. $15,000 2% 10 days 
Order *1002—G.H.I. Co. $25,000 Net 10 days, E.O.M. 
Order *1003—J,K.L. Co $55,000 Net 
Order #s 1001 and 1003 are paid during the month, in accordance with the 
suppliers’ terms, and became our merchandise purchases. 
3. During the month, the following drafts are drawn: 


Draft +501 


Drait #500—AA(Pty.) Ltd. Order #1000—$10,000 
BB Lt 
Draft #502—CC Corp. 


td. Order +1001—$15,000 
Order #1002—$25,000 


The merchandise value of these drafts becomes the merchandise sales. 
4. An examination of our inventory cards discloses the following: 
Order +s 1000 and 1001 are in balance. 
Order #1002 shows the merchandise drawn for but not paid. 
Order #1003 has been paid for but not drawn. 
5. An examination of unpaid invoices on hand shows the following invoice 
received from a supplier dated just prior to the close of the month. 
Order #1004 M.N.O. Corp. $45,000 2% 15 days 


We are now ready for our reconciliation. Our General Ledger shows: 
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Our listings show: 
Merchandise paid but not drawn 
Merchandise drawn but not paid 


Merchandise neither paid, nor drawn 


Entered on our reconciliation sheet, 
Inventory at the beginning 
Merchandise purchases 
Merchandise sales 
Merchandise paid but not drawn 
Merchandise drawn but not paid 


Merchandise neither paid, nor drawn 


We are now ready to place our entries on the journal (if the books are to be 


$ 55,000 
we find the following: 
45,000 45,000 


closed) or to use the entries for worksheet adjustments (if we are making an 


interim report). 


(1) 
Accounts: payable $ 70,000 
To enter the unpaid purchase invoices at the close of 
the period, as follows: 
$70,000 
(2) 
Merchandise inventory—old $100,000 
To set up the merchandise inventory at the close of 
the period, as follows: 
$100,000 


Upon posting 
following : 
Merchandise inventory at beginning 
Merchandise purchases 
Merchandise sales 
Merchandise 


If the books are closed at this point, 
journal entry number one is reversed 
at the start of the new accounting 
period. 

The treatment of merchandise pur- 
chases in this manner eliminates the 
necessity of a purchase journal and ac- 
counts payable ledger, with all the at- 
tendant postings. The first of the two 
journal entries enters all unpaid mer- 
chandise invoices and the correspond- 
ing liability; the second records the 
true inventories on the books. 

In addition to the simplified book- 
keeping and accounting procedure 
which the system affords, there are 
other benefits. Management may ex- 
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these entries, our general 


$ 10,000 
140,000 
$ 50,000 
$150,000 $150,000 


amine the inventory listings and can 
immediately identify the items that are 
open for an unreasonable length of 
time. The traffic-department can fur- 
nish the reasons causing the delays in. 
shipment, while the accounting depart- 
ment shows the reason for non-pay- 
ment, usually “E.O.M.” terms. The 
accountant making his audit the follow- 
ing month can ascertain, by examina- 
tion of the open inventory cards, that 
shipment or payment has been made. 
The system outlined above provides 
an effective control of merchandise in- 
ventory and meets the tests of com- 
pleteness, effectiveness and simplicity. 
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The Pre-Cost Pre-Control Method of 
Building Food Profits 


By Josep Bropner, C.P.A. 


esi WHERE there is talk about sag- 
ging food sales, diminishing food 
profits (assuming that the food de- 
partment previously produced a real 
profit) and what to do about this most 
serious problem in hotels. Unlike the 
weather, of which proverbially every- 
one talks but no one does anything 
about, positive action is now being 
taken by hotelmen to correct a situation 
that for years has, in many instances, 
lacked a sound business approach, 

The Pre-cost Pre-control system for 
food operations is not essentially one 
designed merely to cut costs in the 
usual sense by reducing portions or in- 
creasing prices. Its primary purpose 
is to increase volume of food sales, and 
resulting profits, through a_ better 
planned, more efficient and more pop- 
ular operation. We agree that no sys- 
tem as such accomplishes anything. 


JosepH Bropner, the author of 
this article, is a Certified Public Ac- 
countant of New York, New Jersey 
and Louisiana. He has been a mem- 
ber of our Society since 1934, and is 
a member of the New Jersey 
Society of C.P.A’s. and the Ameri- 
can Institute of Accountants. He is 
1 member of the firm of Harris, 
inerr, Forster & Company. 

Mr. Brodner is a member of the 
Society's Technical Committee on 
Hotel, Club and Restaurant Ac- 
counting. He is a member of the 
Hotel Accountants Association of 
New York City, and is a contribut- 
ing author of the “Handbook of Ac- 
counting Methods.” 

lhis paper was presented by him 
on May 2, 1949, before the meeting 
of the New Jersey State Hotel As- 
sociation held at Atlantic City, N. J. 
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But the infcrmation produced by oper- 
ation of this system from day to day 
furnishes management with practical 
working tools with which to direct the 
food operation toward just such re- 
sults. Pre-control means exactly what 
the word indicates. It comprises prac- 
tices leading to prevention of unneces- 
sary expenditures and waste, as against 
the common conception of food cost 
control methods which have too often 
consisted merely in accounting for dol- 
lars spent. 


The planning, of course, is of first 
consideration—planning of the content 
and merchandising appeal of the 
menus ; planning the daily quantity and 
quality specifications of raw material 
to be purchased; planning the daily 
quantities and the quality of food pre- 
pared for sale. Pre-control itself starts 
after certain basic iniormation is com- 
piled and available for daily use. 


The first step is the accumulation of 
a sales history record. of the major en- 
trée items over an initial period of 30 
days or more before the start of the 
Pre-control procedures. Thereafter, 
this record is maintained for each day's 
business. A practical method of accu- 
mulating sales data is to have the food 
checker or cashier merely keep score 
on the face of a copy of the menu. 
This menu copy is forwarded to the 
office after the end of the meal period, 
where the counts are posted to sales 
history cards. The cards are arranged 
so as to show the sales experience oi 
each entrée item for each day of the 
week on which it appears on the menu. 
The relative popularity of each item 
is indicated by a recorded percentage 
of sales by portions of each item to the 
total of all portion sales in that menu 
for that day. For reasons of practi- 
cabilitv, only the entree items are re- 
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corded. These will usually comprise 
65%-70% of the food cost, and ex- 
perience has shown that Pre-control 
procedures are more effectively admin- 
istered from day to day if confined to 
the comparatively few major cost items. 


The next step is to determine the 
actual portion sizes in effect for all 
food items, adjusted where necessary 
to the proper size for the particular 
operation, and the preparation of a 
portion chart for use in determining 
costs and for use in the kitchen in 
standardizing actual servings. 

Next is the testing and compiling 
of recipe formulae, standardizing qual- 
itv and appearance, and determination 
of costs of those items requiring prep- 
aration from a number of ingredients. 
Standard recipe cost sheets or cards 
are made up and used consistently in 
future preparation in order to maintain 
standards of uniform cost and high 
quality. 

Yield tests must be made, or pub- 
lished material can be used, to deter- 
mine the amount of trim and normal 
shrinkage for meats, fowl, fish, pro- 
duce, etc., subject to those losses dur- 
ing the process of preparation or cook- 
ing. It is necessary, for instance, to 
know the net weight of a beef roast 
ready to serve, if the cost of a portion 
is to be determined. The mechanics of 
such costing consist of the preparation 
of a “Basic Test Cost Sheet” record- 
ing weight of trim and shrinkage from 
the original, as purchased, raw weight 
to the finished product ready for serv- 
ing. The finished weight is converted 
to a ratio of the original raw weight. 
The reciprocal of this ratio is then ap- 
plied to any new raw purchase price 
and will produce the cost per pound of 
the finished product when market 
prices shift substantially. As a result 
of such yield tests, or the use of pub- 
lished material regarding net weight 
yields, information will be acquired 
with respect to most profitable grade 
and size specifications for use in pur- 
chasing raw foods. This is most im- 
portant. Definite and exact purchasing 
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specifications should be supplied to the 
buyer if best cost and quality results 
are to be realized. 


From this cost information a cost 
sheet is first compiled to determine the 
simple average cost of all items making 
up the complete meal aside from the 
entrée. It has been found that the use 
of such simple averages for the total 
cost of soup, appetizer, rolls, butter, 
condiments, beverage and dessert, has 
been close enough to the result of any 
actual costing of each individual meal 
service, to accomplish the objectives 
of Pre-control procedures. Such aver- 
age “make-up” cost is then added to 
the actual calculated portion cost of 
each entrée item, in a cost sheet or 
card set up for each of the major menu 
offerings. It is this last cost sheet or 
card which is used to pre-cost the 
menus in advance of the day of use. 

The foregoing basic information hav- 
ing been compiled and tabulated, we 
are now ready to start Pre-controlling 
the food operation. 


First, the tentative menus for three 
days in advance are made up and the 
entrée items for each menu are listed 
on a pre-costing or menu planning 
sheet. The sales expectancy in number 
of portions for each of the entrée items, 
as taken from the sales history cards 
previously discussed, is inserted in the 
first column. Of course, convention 
and function bookings, weather, etc.. 
must be taken into account in this 
projection of sales expectancy, as must 
be the effect of the day of the week 
on which individual offerings are 
made. The important thing is that a 
sales potential be determined based 
upon factual, historical records, oper- 
ating experience and managerial judg- 
ment. 

Once the quantity sales projection 
is determined, individual costs and sell- 
ing prices are inserted in their respec- 
tive columns opposite each item. Sim- 
ple extensions ate then made and en- 
tered in the total cost and total sales 
value columns. These last two columns 
are then footed and the weighted food 
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cost percentage for that tentative menu 
determined. All this is much less com- 
plicated and laborious than it sounds, 
as these calculations usually concern 
only from five to eight items for each 
menu, 

We now have a pre-determination of 
the dollar and percentage food cost for 
that tentative menu for three days 
hence. Suppose the projected cost is 
48% as against a budget of say 40% 
determined by management as the 
standard for the food department. The 
solution is to revise the list of offerings 
in that tentative menu until the desired 
weighted potential cost ratio is ob- 
tained, 

It is assumed that present menu 
prices of the various items bear some 
reasonable relationship to values and 
will permit of the required gross profit 
return. Where inequities in pricing 
exist they should be corrected, with due 
regard to value to the customer and 
the price range limitations of the par- 
ticular hotel. A substantial advantage 
of the menu planning and Pre-costing 
function is the showing up of cost and 
selling price relationships for each 
menu item, with the cost figure rep- 
resenting a potentially perfect per- 
formance result. If it should be neces- 
sary to increase certain of the menu 
prices, it will be on the basis of normal 
costs, and not merely consist of pass- 
ing on to the customer the unnecessary 
costs of an inefficient operation. 

We mentioned previously a popular- 
ity index in the form of a percentage 
figure recorded on the sales history 
card. That index percentage indicates 
the degree of popularity of an item 
when presented on the menu in con- 
junction with certain other offerings. 
Study and analysis of these data will 
ultimately make possible the writing of 
menus which will spread the demand 
fairly evenly over all of the entrée of- 
ferings for the day or meal. This is, of 
course, a most desirable achievement 
and an important merchandising 
method leading to increased sales vol- 
ume. Unpopular items will be elim- 
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inated from future menus, while good 
value as well as profitable items, now 
not too much in demand, will be fea- 
tured in such combinations with other 
menu offerings as to increase their 
popularity. The key to the latter pos- 
sibilities will be reflected in the rising 
sales index of the item when offered 
with different combinations of other 
offerings. 

At this point in the daily Pre-cost 
Pre-controi procedures, we have a the- 
oretical potential food cost established 
for three days hence. The menu has 
been determined, a quantity sales pro- 
jection made, sales building merchan- 
dising thinking has been employed. 
How is this planning made effective in 
actual performance? Obviously, plan- 
ning of kitchen production comes next, 
so that waste from over-prepared and 
unsold food is eliminated to as great 
an extent as possible. 

Customarily, we hear from food 
operators that leftovers are utilized in 
feeding employees, featuring _ re- 
worked leftover preparations in the 
next day’s menu, etc., and, therefore, 
no loss from this source! Research and 
cost studies do not support these con- 
tentions. Unsold roast beef or fried 
chicken make very expensive roast beef 
hash, croquettes or help’s meals! Even 
if served in the original state at orig- 
inal prices on the next day’s menu, 
these items have lost some of their 
“life” and original flavor and goodness. 
This is even more true of some vege- 
tables, salads, desserts, etc. Such of- 
ferings will not enhance otherwise well 
executed sales promotion efforts. 

Pre-control applied to food prepara- 
tion involves the use of a production 
order or schedule. The projected sales 
data contained in the menu planning 
and pre-costing sheet are converted 
into quantities for preparation. The 
chef or kitchen manager then has a 
production program to guide him in 
quantity preparation. Also being thus 
informed, he can plan a continuing 
step-by-step production of prepared 
foods immediately before and during 
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the meal hour, so as to compensate for 
a degree of over or under demand as 
compared with production order esti- 
mates. In other words, a great deal 
of guess work is taken out of produc- 
tion planning, and the competent chef 
will not find it necessary or advisable 
to have completed all of the major food 
preparation hours before the meal pe- 
riod. He can complete basic prepara- 
ticn tasks for the quantities projected, 
but not to the extent, for many items, 
where waste will occur if demand 
should fall short. 


Here enters, also, the use of the 
standard portion chart. Servings must 
comply with size specifications adopted 
for the operation, if costs are to be 
pre-controlled. Serving spoons, dip- 
pers, etc., must be standardized and 
the right implement used consistently 
in dishing up at the serving stations. 
Quantity preparation planning is thus 
governed by the kitchen production or- 
der and the standard portion chart. 
Pre-control of standards of quality and 
appearance will be attained through the 
consistent use of the tested and ap- 
proved recipe formulae discussed ear- 
lier. 


Once the recipe for an individual 
item has been tested as to taste, ap- 
pearance and cost by the chef and 
management, the item should be pre- 
pared in that manner until changes are 
approved and a new formula adopted. 
The objective is, of course, the elim- 
ination of varying amounts of ingredi- 
ents or seasoning in such items as cas- 
serole dishes, stews, sauces, etc., to the 
end that a high standard of quality is 
consistently maintained. Varving taste 
and appearance will, as no other single 
thing, disappoint a customer who may 
have formed a liking for a particular 
dish as usually prepared. 


To this point we have discussed two 
functions of the Pre-cost Pre-control 
system: the planning of the menu or 
sales media, and the planning and con- 
trol of production. The third function, 
of equal importance, is the planning 
of purchases of raw foodstuffs. 
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Quantities- of perishables to be pur- 
chased are obtained from the produc- 
tion order and sales projection, con- 
verted to bulk or package specifica- 
tions. Staples are requisitioned from 
storeroom or from the purchasing de- 
partment on the basis of quantities 
called for in the production order and 
supporting recipe formulae. These data 
are entered on a buying order and for- 
warded to the buyer covering raw 
food requirements for two days hence. 
In areas where perishables must be 
shipped in once or twice a week and 
daily deliveries are not obtainable, the 
whole of the Pre-control procedures 
would be advanced to cover business 
of, possibly, a week ahead instead of 
the three day advance planning dis- 
cussed throughout this paper. How- 
ever, for the present purposes we will 
assume that daily deliveries are obtain- 
able and that the food purchases can 
be geared directly to the requirements 
of the menu two days in advance. 


The buyer would requisition the re- 
quired quantity of dry staples from the 
storeroom, and place orders for proper 
quantities of perishables from the pur- 
veyors servicing the hotel. The impor- 
tant thing is that those items subject to 
shrinkage and spoilage in the raw state 
are purchased in quantities sufficient 
only for the day’s use. Stocking most 
everything the market affords, in or- 
der to cater to occasional requests by 
customers, has been more than a little 
responsible for higher than necessary 
costs in same hotels. 


More and more hotelmen have come 
to look upon the practice of purchas- 
ing for use and sale, rather than for 
stock, as a most desirable practice and 
one definitely contributing to lower 
costs. We have been asked whether 
this theory could be carried so far as to 
the practice of not having a pork loin 
in the icebox if the menu for that day 
did not include chops. We see nothing 
far fetched in the idea. A hotel is in 
the merchandising business in its food 
department, just as much as is the re- 
tail or department store. The menu 
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is made up daily for the purpose of 
selling what has been prepared. Ordi- 
nary good business judgment should 
indicate the stressing of sales of mer- 
chandise in which an investment has 
already been made. 

The effectiveness of the Pre-control 
yractices discussed here presupposes 
hat purchases of raw foods are con- 
fined to items of proper quality and 
grade, and to specifications suitable to 
the particular operation, and that all 
merchandise bought and paid for 1s ac- 
tually received from vendors. Purchas- 


1 


ing of foodstuffs to definite specifica- 
tions has long been an_ established 


practice in most hotels. However, we 
frequently find that specification lists 
in use are either outdated and do not 
it present conditions, or an operation 
has changed substantially in type or 
the list was originally com- 
piled, or, that the list or charts have 
been totally disregarded for some years. 
Actual kitchen tests of yields in por- 
tions for different cuts of meat, size of 
fish, etc., have shown that buying to 
size or grade specifications suitable to 
the individual establishment is most im- 
portant in holding the line on food 
costs. To illustrate this point, dozens 
of actual tests have shown that there 
are as many servings of roast beef in a 
29 pound rib as in a 35 pound cut. The 
larger cut has more weight of trim 
and short ribs for which you pay prime 
rib prices. 


class since 


\s further illustration of the impor- 
tance of setting up standard specifica- 
tions for meat buying, I would like to 
cite the results of two tests made re- 
cently. One test was a comparison of 
saleable meat vield for pork loins. Loin 
=], weighing 9 pounds and purchased 


for 54 cents per pound, yielded 7 
pounds, 1 ounce of saleable meat suit- 
able for roasting or chops at a total 
cost $4.86. Loin #2, weighing 15 


pounds, + ounces, and purchased for 
49 cents per pound, vielded 7 pounds, 
9 ounces of saleable meat at a total 
$7.47. In other words, the 


cost oft 


heavier loin vielded 8 ounces more 
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but at an additional cost of $2.61 for 
the 8 ounces—a fairly expensive por- 
tion. 

The second test was on beef tender- 
loins and disclosed another type of dis- 
crepancy. Both tenderloins were *1 
Grade. One tenderloin weighed 7 
pounds, 4 ounces, and was purchased 
for $1.60 per pound. This tenderloin 
vielded 51 per cent trimmed tenderloin, 
or 3.7 lbs. at a total cost of $11.20. 
The second tenderloin weighed 7 
pounds, 6 ounces, at a cost of $1.55 per 
pound. This tenderloin yielded only 
40 per cent of trimmed tenderloin, or 
2.9 pounds, at a total cost of $11.45, 
or over 25% more cost per usable 
pound. This test indicated that one 
purveyor, while quoting the lower 
price for the same grade and weight 
of tenderloin, did not trim away as 
much excess suet, so that in reality the 
cost to the purchaser was greater. 

Of course, it goes without saying 
that purchasing must be at the most 
favorable prices obtainable, and the 
prices of one dealer should be checked 
against market lists and prices quoted 
by other dealers. However, price alone 
does not tell the entire story, as evi- 
denced in a recent instance where the 
hotel purchasing agent obtained cauli- 
flower at 25 cents less per crate from 
one dealer as against quoted prices by 
all other dealers for that day, but 
found only 8 heads in the crate as 
against the standard pack of 12 heads. 

This brings us to the importance of 
getting what you pay for. In most 
well-run hotels, all incoming food mer- 
chandise is checked by the receiving 
clerk against the invoice as to weight 
and count, and at least a test inspec- 
tion of grade or quality is made. If the 
receiving clerk is not qualified for the 
latter, the chef or steward will perform 
that function. However, laxness will 
creep into these daily operating pro- 
cedures, and a periodic check-up by 
someone else in the organization, or 
by outside organizations, has been 
proven profitable. 

Such receiving department inspec- 
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tions made by our firm have brought 
to light everything from alleged fraud 
on the part of the vendor and collusion 
between delivery men and _ receiving 
clerks, to more or less normal errors 
which, however, generally cost the ho- 
tel substantial amounts over the years. 
To illustrate, one shipment of 50 cases 
of beer was 10 cases short although 
the delivery receipt had been signed by 
the receiving clerk; a shipment of 10 
beef ribs was found to be short weight 
by 8 pounds upon a careful re-weighing 
of the delivery. Repacked crates or 
cases of fruits and produce have been 
found to be slightly underweight and 
lacking freshness to meet specifications 
ordered, and so on. No hotel man can 
hope to eliminate entirely all loss from 
this source. His best bet is to specify 
exactly grade and size when ordering, 
to deal with only those honest and de- 
pendable dealers in whom he can re- 
pose confidence, and to see to it tha 
his receiving department is staffed with 
competent personnel. 


* * 


Up to now we have dealt with pre- 
controlling food cost expenditures for 
the hotel under present more or less 
standard practices with respect to a 
rather large variety of offerings in the 
daily menu. Real possibilities of cost 
reduction seem to us to lie in still an- 
other direction. By this I mean a very 
radical departure from present prac- 
tice, to the end that menus will be re- 
stricted to one, two, three or five, pre- 
pared dishes depending on volume and 
location. This does not mean that an 
unlimited a /a carte menu would be also 
offered. Rather, it means that all mer- 
chandising and promotion effort would 
be directed to sales of these few wisely 
selected, superbly prepared items. The 
potential savings and increased oper- 
ating profits resulting from reductions 
in preparation staff payroll and over- 
preparation waste are startling. It may 
be that some of you have recently or 
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for some time past given thought to 
such a plan or perhaps have actually 
put it into operation in one or more 
of your food units. 

One hotel man in a_ neighboring 
state has done even better. He found 
that Sunday dinner was not a profita- 
ble proposition with his standard menu 
price range of $2.00 to $3.50. As an 
experiment, he confined the Sunday 
dinner menu to a single item, into the 
preparation of which went all of the 
skill of his staff. The price was es- 
tablished at $2.00 flat and, while we 
have not seen the figures, this hotel 
man claims that very substantial sav- 
ings in payroll and raw material costs 
have made this a very profitable ex- 
periment. The possibilities appear to 
be tremendous, and in the face of cur- 
rent food prices and labor costs may 
well merit some serious consideration. 


* * 


After a year of experience with ex- 
perimental installations of the Pre-cost 
Pre-control procedures and with sim- 
plified menus, we have seen invariably 
(1) a saving of three to as much as 
twenty cents in food cost for each dol- 
lar of sales, without increasing price 
ranges or reducing portion size stand- 
ards, but due entirely to reduction of 
waste from poor buying and overpro- 
duction; (2) increased volume of sales, 
both in dollars and cover counts, as a 
direct result of better menu merchan- 
dising of profitable items and improve- 
ment and uniformity of quality through 
use of tested and standardized prepa- 
ration recipes. 

Not too surprising was the fact that 
increased patronage was the effect of 
a more efficient operation. In other 
words, reduced costs did not follow 
the volume improvement, but were the 
cause of it. The low cost and expense 
ratios reflect the careful, efficient and 
well-inanaged operation, and the well 
conducted, efficient operation is the 
thing that brings in added customers. 
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Taxability of Corporate Distributions in 
Kind as Dividends 


By SAMUEL A. 


“Bynes gee A declares a dividend 
in kind of its entire property. A 
distribution is not taxable as a divi- 
dend unless it is distributed out of the 
corporate earnings or profits.! The 
corporate balance sheet as of the date 
of the declaration is as follows: 


CorPORATION A 


Cash $ 8,000 Capital .. $ 3,000 
Property. 2,000 Surplus 7,000 
Total... Total .. $10,000 


$10,000 


Assuming the fair market value of the 
property distributed as a dividend is 
$7,000 at the time it becomes income 
to the stockholder, the problem arises 
as to the proper corporate treatment of 
the distribution, and the method of 
correlating such corporate treatment 
with that of the stockholder. Should 
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the surplus be charged with the ap- 
preciated value, $7,000, the earnings 
and profits would be reduced to zero. 
A subsequent cash distribution of 
$3,000 would constitute a return of 
capital leaving the corporation in the 
anomalous position balance sheet-wise 
of possessing assets of $5,000, with no 
offsetting capital or surplus credits. 
To charge surplus with the cost basis 
of the property distributed would re- 
sult in a lack of integration in tax 
treatment between the corporation and 
the stockholder inasmuch as the stock- 
holder must report the dividend in- 
come at its appreciated value.” 

One method of solving the dilemma 
is to increase the corporate earnings 
and profits by the amount of the ap- 
preciation in value of the property. 
The Bureau has consistently and un- 
successfully taken the position that the 
increment should be taxed to the cor- 
poration’ on the theory that a distribu- 
tion in kind is in discharge of a cor- 
porate “debt” to its stockholders; the 
“debt” being spelled out in terms of an 
inchoate obligation to pay dividends.4 
The corporation on that theory would 
realize income on the debt equal to the 
difference between the value of the 
property distributed and its adjusted 
cost basis.* Sec. 22(f) of the Code 
provides that gain or loss results in a 
sale or “other disposition” of prop- 
erty. The Tax Court has rejected the 
commissioner's contention that a cor- 
porate dividend distribution in kind is 
a “sale or other disposition” of prop- 


te of H. I . Timken, 47 B.T.A. 494; aff’d., 141 F (2d) 625; National Carbon Co., 


gaged in practising as a certified 
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Co Sec 415 £4). 
2 1.R.C., Sec. 115 (j) 
3 Esta 
Inc., 2 T.C. 57; Herbert G. Hanan, T.C. Memo. Op. Dkt. 1539 (1944). 
+ That 
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Taxability of Corporate Distributions in Kind as Dividends 


erty.° In General Utilities & Operating 
Co. v. Helvering’ the corporation de- 
clared a dividend payable in appreci- 
ated stock of another corporation to its 
shareholders and they in turn sold the 
dividend stock, four days later, to a 
third corporation. The Supreme Court 
held that the dividend-paying corpora- 
tion “derived no taxable gain from the 
distribution among its stockholders of 
the Island Edison shares as a dividend. 
This was no sale; assets were not used 
to discharge indebtedness.” Although 
the decision would appear to have re- 
solved all doubts as to the nonrecogni- 
tion of gain by a corporation on the 
distribution of appreciated property in 
payment of a dividend in kind, there is 
authority for the proposition that the 
point has not as yet been finally set- 
tled.8 In the General Utilities case the 
issue before the circuit court was 
whether the sale by the stockholders of 
the dividend shares was in effect a 
sale by the corporation through its 
stockholders and as such a_ taxable 
transaction to the corporation. The Su- 
preme Court was called upon to decide 
that point. It reversed the circuit court 
maintaining that that court was with- 
out authority to decide an issue which 
was not before the Board of Tax Ap- 
peals. 


Accepting the proposition that the 
distribution of appreciated property is 
not a taxable event does not preclude 
the possibility of increasing the cor- 
porate earnings or profits by the in- 
crement in order that the increment in 
all cases be a distribution “out of” 


earnings or profits.? The dividend in- 
come to the stockholder would in such 
case be directly proportionate to the 
earnings or profits of the corporation. 
Under this view the property on the 
books of Corporation A would be writ- 
ten up to $7,000 by an offsetting credit 
to the surplus account even though 
such increase would not result in tax- 
able gain. Its financial position would 
now be: 


CorPorRATION A 


Cash .... $ 8,000 Capital .. $ 3,000 
Property. 7,000 Surplus 12,000 


Total .. $15,000 Total .. $15,000 


After the corporate distribution in 
kind, the balance sheet would appear 
as follows: 


CorporaTION A 


Cash .... $ 8,000 Capital .. $ 3,000 
Surplus 5,000 
Total... $ 8,000 Total... $ 8,000 


The corporation could now distribute 
an additional dividend of $5,000 “out 
of” its earnings or profits. Supporters 
of this view cite as their authority the 
Binzel case!® in which the court sug- 
gests that if the appreciated property 
was originally purchased out of earn- 
ings or profits, any increment in value 
would constitute earnings or profits 
and would be available for dividend 
distribution. Although the terms 
“earnings or profits” and “net in- 
come” are not synonymous inasmuch 
as the former term includes exempt in- 


6 Cases cited note 3, supra. That a corporation does not realize gain upon a distribution 
of appreciated property in partial or complete liquidation, see Reg. 111, Sec. 29.22 (a)-20. 
7296 U.S. 200, 80 L. Ed. 154, 56 S. Ct. 185 (1935), affirming 74 F (2d) 972 (CCA 4th 


1935). 


8 Paul, Selected Studies in Federal Taxation (2nd Series) 173, Darrell, Corporate Liqui- 
dations and the Federal Income Tax, 89 U. of Pa. L. Rev. 907, 920 (1941); see 1 Tax L. 
Rev. 86, 93 (1945). It should be noted that Sec. 115 (1) in partially defining earnings and 


profits 
“realized” gains. 


inferentially excludes an unrealized appreciation 


in value by discussing only 


9 See Judge Opper, dissenting in 1’. U. Young, 5 T.C. 1251 (1945); Wallace, a Dissent, 


1 Tax L. Rev. 86, 93 (1945). 


10 Bingel v. Comm., 75 F (2d) 989 (CCA 2nd 1935), cert. denied 296 U.S. 579. For a 
criticism of the Binzel case see Paul, Ascertainment of Earnings and Profits for the Purpose 
of Determining Taxability of Corporate Distributions, 51 Harv. L. Rev. 40 (1937). 
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come as well as taxable income,!! both 
terms are dependent upon the method 
of accounting consistently emploved by 
the corporation.'? A corporation may 
not use one method in determining 
taxable net income and another method 
in computing its earnings for dividend 
purposes.!3 Good accounting practice 
would oppose a variation in earnings 
or profits of a corporation without hav- 
ing a preliminary change in income. 
A symmetry should be maintained on 
the books between the surplus ac- 
count available for dividends and the 
income account. If the unrealized ap- 
preciation is not considered income 
because it is not a closed transaction,!* 
the same reason exists for not aug- 
menting the earnings or profits to con- 
stitute a source of distribution. The 
line of reasoning adopted in the Binze/ 
case has not been followed by the Tax 
Court.}5 


A far more realistic approach to the 
problem has been suggested in the 
Wakefield The fair market 


value of the securities distributed as a 
dividend was in excess of the corporate 
earnings or profits. It would appear 
from the facts that the earnings were 
sufficient to cover the cost basis of the 
securities. The court held that the full 
value of the property was taxable to 


The rationale of 


cover such full value. 
the decision is that Sec. 115(j) acts 
independently of Sec. 115(a). It pro- 
vides that “if” a distribution is a divi- 
dend it shall be included in income at 
its fair market value. Whether a dis- 
tribution is a dividend is, under Sec. 
115(a), dependent on whether corpo- 
rate money or corporate property is 
distributed out of earnings or profits. 
The statute does not require th lat the 
corporate property be valued by the 
corporation at its fair market value at 
the time of the declaration. Corporate 
property, of accounting necessity, is 
kept on books at cost. The business 
income and the financial position of 
the corporation is, under currently ac- 
cepted accounting principles, computed 
on a cost basis of investments. Where 
part of the corporate assets aré dis- 
tributed, the investment, which is the 
cost, goes with it. If the undistributed 
profits exceed cost, the distribution 
constitutes dividend, being distrib- 
uted out of earnings or profits. Once 
we recognize the distribution as a divi- 
ded then we apply Sec. 115(j) for the 
sole purpose of valuing the income in 
the hands of the stockholder.'’ What 
is the value of dividend income in the 
hands of the recipient stockholder, and 
what are dividends to the paying cor- 
litferent 


the stockholder under Sec. 115(j) even poration are g verned | by 
though at the time of the distribution standards.’* Sec. 115(j) was intro- 
there were not sufficient earnings to duced in the Revenue Act of 1936 
11 Earnings and profits are not affected by gains or losses not recognized in computing 
net income. Reg. 111, Sec. 29.115-12 
> Reg 111, Sec. 29.115-3. In Comm. v. James, 49 F (2d) 707 (CCA 2nd 1931), the 
court stated, “In employ ying the phrase ‘earnings and profits’ in Sec. 201, we think Congress 
tended the use of the term in the ordinary accounting understanding .. .” 

13 JVells Fargo Bank & Union Trust Co. v. McLaughlin, 78 F (2d) 934 (CCA 9th 
1935), cert. denied, 296 U.S. 638; Corinne S 634. 

14 Ja Belle Iron Works v. U.S., 256 U. 60 Ls Ed. 998, S. Ct nere 
bookkeeping entries do not create a realization 1 of income ) ; Savin C. a 45 B.T.A. 343 41); 
Elton Hoyt, 34 B.T.A. 1011 (1936). 

15 Cases cited note 3, supra; Estate John H,. Acheson, T. C. Memo. Op. Dkt. 
2712 (1944). 

6 Comm. v. Wakefield, 139 F (2d) 280 (CCA 6th 1943). 

7T.R.C. Sec. 113 (a)(5), in determining the basis of property transmitted at death, 
recognizes that the basis of acquired property may be valued at full value in the hands of the 
tras sf ree without subjecting the tranferer to a tax on the appreciation. 

8 For purposes of determining the divide nds paid credit under Sec. 27, upon a distribu- 
tion of a dividend in kind, the corporation cannot use fair market value but must use the 
adjusted basis of the property or the fair market value at the time of the payment. which- 
ever is lower. 

3§2 June 


~ y 


Taxability of ‘Corporate Distributions in Kind as Dividends 


without committee discussion. One 
authority has stated that the section 
“assumes that a distribution of unre- 
alized increment may, at least under 
some circumstances, represent a dis- 
tribution ‘out of’ the corporation’s 
earnings or profits.”!9 That statement, 
it would appear, in itself assumes that 
the committee in drafting the section 
intended to incorporate the “fair mar- 
ket value” valuation of Sec. 115(j) 
into Sec. 115(a). This result would 


change the entire context of Sec. 
115(a) so as to define a dividend in 


kind as a distribution in property ‘‘val- 
ued at fair market value” out of cor- 
porate carnings. Although the pres- 
ent statute does not require that the 
amount of the property distributed and 
taxed under Sec. 115(j) be limited to 
the corporate earnings or profits, the 
Tax Court has accepted that conclu- 
sion. In Paulina du Pont Dean?® the 
fair market value of the distribution in 
kind was approximately $1,000,000, 
the adjusted cost basis $500,000, and 
the net earnings or profits available at 
the time of the dividend declaration, 
after deducting a cash dividend paid 
during the taxable year, approximated 
$400,000. If we were to charge sur- 
plus with the cost of the property, only 
4/5 of the distribution or $400, 

would constitute a dividend under Sec. 
115(a) as a payment “out of” earnings 
or profits. Once we determine that 4/5 
of the distribution is a dividend, upon 
its receipt by the stockholder, he would 
have to value it under Sec. 115(j) as 
income to the extent of its fair market 
value, which in the present case would 
be $800,000. The commissioner did 
contend before the Tax Court, as an 
alternative position, that the distribu- 
tion in kind was taxable as a dividend 
in an amount determined by taking 
“the ratio that earnings and profits at 
the date of distribution (without aug- 


209 T. C. 256 (1947). 
>. 115 (1947). 
.C.57 (1943). 
23 R. D. Merill Co., 4 T. C. 955 (1945). 
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mentation by the appreciation in value 
of the distributed property) bears to 
the cost of the property,” i.e. 


400,900 
500,000 * $1,000,000 or $800,000 

The Tax Court succinctly stated it 
found no merit in such a position and 
dismissed it without comment. The 
court limited the taxable income to the 
stockholder to the amount of the cor- 
porate earnings or profits. Similarly in 
Jane Easton Bradley,?! where the ad- 
justed cost basis of the appreciated 
shares exceeded the earnings or profits, 
the distribution was held taxable to the 
stockholder only to the extent of the 
corporate surplus. In both cases the 
Tax Court ignored the fundamental 
question whether the market value of 
the property must be distributed out of 
the corporation’s earnings or profits to 
constitute a dividend, or whether a 
taxable dividend results where the ad- 
justed basis of the property is distrib- 
uted out of the corporation’s earnings. 
The question was left unanswered in- 
asmuch as both, the fair market value 
and the adjusted cost basis, exceeded 
the accumulated earnings and profits. 
In National Carbon Co.,*? there was a 
distribution of appreciated stock. The 
Tax Court there held that the corpora- 
tion made a distribution out of earn- 
ings or profits to the extent of the fair 
market value of the stock. In effect, 
the court held that the dividend de- 
clared by the corporation was the fair 
market value of the stock. Two years 
later, where a corporation distributed 
securities which had depreciated in 
value, the same court, reversing its 
theory, held that in determining the 
amount of earnings or profits available 
for subsequent dividends, it was proper 
to reduce earnings or profits by cost.?5 
The same view was taken a year later 


tabkin & Johnson, Federal Income, Gift and Estate Taxation, C 2 Sec. 5. 
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in Beach Petroleum Corp. Ltd.2* If 
we accept the current position of the 
Tax Court that the earnings and prof- 
its are to be reduced only by the cost 
of the property distributed, then the 
distribution should constitute a divi- 
dend under Sec. 115(a) to the extent 
that the cost basis of the property is 
less than the earnings or profits avail- 
able for dividends. Having established 
the distribution as a dividend, the 
stockholder should include it as income 
at its fair market value even though 
that might exceed the corporate earn- 
ings or profits. Concededly a correla- 
tion in tax treatment between one year 
and another of one entity is desirable 
but the statute does not require a cor- 
relation of corporate treatment of divi- 
dends with that of the stockholder 
where both are recognized as two sepa- 
rate tax entities. The Tax Court, how- 
ever, insists on integrating the tax 
treatment maintaining that the appre- 
ciation should not be a dividend unless 
such excess is reflected in the corpo- 
rate surplus. If such excess is not so 
reflected, an argument has been made 
that, based on the current Tax Court 
holdings, the stockholder must treat it 
as a return of capital under Sec. 
115(d).25 In the Beach Petroleum 
case’® the fair market value of the dis- 
tribution was approximately $68,000, 
the cost zero, and the available earn- 
ings or profits $100. The court held 
that earnings and profits should be 
charged with cost. If so, the distribu- 
tion must be “out of’ earnings or 
profits as the latter exceeds cost. The 
distribution would therefore constitute 
a dividend under Sec. 115(a). If a 
dividend, i¢ should be valued by the 
taxpayer at its market value of 
$68,000. The court again held the dis- 
tribution to be income to the stock- 
holder only to the extent of $100, the 


+T. C. Memo. Op. Dkt. 2273 (1946). 
25 Johnson, 1 Tax L. Rev. 86 (1945). 


C. Memo. Op. Dkt. 2273 (1946). 
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corporate earnings or profits. If the 
court does not require, for a dividend 
determination under Sec. 115(a), that 
the appreciated portion of the distrib- 
uted property come “out of” earnings, 
it being sufficient if the adjusted cost 
basis come “out of” earnings, then why 
not be consistent and treat the property 
as a dividend under Sec. 115(j) to be 
valued in income at full value. 

The principle that the amount of 
taxable dividend income to the tax- 
payer in a property distribution need 
not be in any way related to the cor- 
porate surplus has been clearly ac- 
cepted by Judge Whitaker in a concur- 
ring opinion in Guinness v. United 
States.2”7 In that case the cost of the 
shares distributed was approximately 
$3,010,000, the earnings or profits 
$4,360,000 and the fair market value 
$22,000,000. There was a sale of the 
dividend shares by the stockholder on 
the date of the distribution. The maj- 
ority of the court found that the sale 
was, in effect, made by the corpora- 
tion and did not discuss the treatment 
of the distribution as a dividend. Judge 
Whitaker, however, in a concurring 
opinion, recognized that even if the 
sale were attributed to the shareholder, 
he would be taxed under Sec. 115(j) 
on the full value of $22,000,000, an 
amount totally unrelated to the cor- 
porate earnings or profits. He held 
Sec. 115(j) to be applicable after a 
determination that the distribution in 
kind was out of the earnings of the 
corporation. That conclusion he 
reached by applying the doctrine of 
the Merrill case,?? stating: “It results 
that after the distribution of the stock 
and the reduction of earnings by the 
cost of $3,010,000, there was still left 
profits of $1,351,963.25. It follows 
that the distribution could not have 
been out of capital because there were 


773 F. Supp. 119 (Ct. of Claims 1947), cert. denied, 334 U.S. 819. 


ld., at 132. 
294 T. C. 955 (1945). 
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sufficient earnings out of which it could 
have been made.” Such a result, recog- 
nizing that in the determination of 
dividend income Sec. 115(j) can be 
applied independently to the stock- 
holder after a determination that a 
dividend exists under Sec. 115(a) and 
115(b), appears to be the most logical 
solution to the problem. The result 
achieved is apparently the same result 


vocating that the corporate earnings 
and pronts embrace the non-taxable 


~ 


increment resulting from the apprecia- 
tion in property so that there is suffi- 
cient earnings and profits of the de- 
claring corporation to constitute the 
entire distribution a dividend. The 
position of Judge Whitaker is more 
plausible however since it eliminates 
the accounting inconvenience of mak- 
ing artificial adjustments to the sur- 
plus account on the corporate books 
through an expansion of the term 
“earnings or profits” beyond its ac- 
counting concept. 


ee Judge Opper, dissenting in V. U. Young, 5 T. C. 1251 (1945). 
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(Continued from page 369) 


Where increases in rents are or- 
dered, the following general rules will 
be applied: 
Rentals for unleased units will be 
raised by the same percentage that 
the leased units were increased ; if there 
is a further increase required, the re- 
maining increase will be charged to 


all the units on an equal percentage 
basis. Where there is still a lease in 
effect. the rent increase prescribed for 
such apartment shall not be effective 


until the lease expires. Where there 
are uncontrolled commercial or resi- 
dential units in the property, the total 
increase granted will be computed as 
follows: a ratio between the total of 
the present scheduled rents of con- 
trolled units and the total present 
scheduled rents of the entire building is 
calculated ; multiply the total deficiency 
operating income by this per- 


is net 


$1 New York Herald Tribune, May 3, 1949. 
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centage to determine the total adjust- 
ment that is to be made in the rents of 
the controlled units. 

It is to be borne in mind that as a 
prerequisite to obtaining an increase on 
this principle, the landlord must certify 
that he is maintaining all services re- 
quired by the Rent Regulations and 
that he will continue to maintain such 
services so long as the adjustment in 
such maximum rent which may be 
granted continues in effect. Landlords 
who have received increases under this 
section, but who have falsely certified 
may be subject to a suit for treble dam- 
ages by the Office of Housing Expe- 
diter. 

Although the new rent regulations 
promulgated by the Housing Expediter 
have apparently failed to  satisfy*} 
either real estate associations or ten- 
ants’ organizations, only time will tell 
how this complex law will operate. 


New York State Tax Clinic 


Conducted by BENJAMIN Harrow, C.P.A. 


Some Suggestions for Changes in 
the Personal Income Tax Law 
Personal Exemptions and Credit for 

Dependents. In the interest of sim- 
plicity in preparing returns many of 
our members would like to see a greater 
ity in the state income tax law 
federal law. Specifically, the 
suggestion has been made that New 
York follow the federal law in defining 
a dependent, thus limiting the persons 
who may be considered dependents. 
Also, that the state eliminate the status 
of head of family, and that husbands 
and wives be permitted to file a joint 
return and split the income for tax pur- 
poses. It is suggested that the credit 
for a dependent be increased to $600. 
No suggestions have been made that 
the personal exemptions for husband 
and wife and for single persons be re- 
duced to conform with the federal law. 
On the contrary, the suggestion made 
is that the federal exemptions be in- 
creased to conform with the state law. 


BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
presently serving on the Society’s 
Committees on Federal Taxation, 
State Taxation, Cooperation with 
the State Education Department 
and Its Agencies, and Cooperation 
with the Bar. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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Capital Gains. Under state law, capi- 
al gains are taxed separately at one- 
t the regular normal tax rate, while 
capital losses are not allowed as a de- 
duction against ordinary income. It is 
suggested that the state follow the fed- 
eral rule and allow a deduction of 
$1,000 against ordinary income, with 
the carry-over privilege now available 
under both laws for net capital losses 
in excess of $1,000. 

Deductions. Ordinary deductions 
may not be deducted from capital gains. 
A trust that has only capital gains but 
no ordinary income receives no tax ad- . 
vantage for such ordinary expenses. It 
is suggested that trusts be permitted to 
offset ordinary and necessary expenses 
against ordinary income or capital 
gains and, if such deductions exceed 
the capital gains, that the excess be al- 
lowed as a carry-over to succeeding 
years. All income taxes should be al- 
lowed as deductions except the federal 
income tax and the New York State 
income tax. 

Loss on Personal Residence. Sev- 
eral suggestions for treatment of this 
item have been made. Under the state 
law such a loss is allowed as a capital 
loss deduction. It is not allowed under 
federal law. One member would like 
to have the federal and state laws con- 
formed either by disallowing the loss 
as a personal item under the state law, 
or by conforming the federal law to the 
state treatment. 

Under the state law the basis for de- 
termining the loss (or gain) is required 
to be adjusted for depreciation even 
though the depreciation is not allowed 
as a deduction. In determining a gain 
on the sale of a residence under federal 
law, no adjustment need be made for 
depreciation. In the interest of uni- 
formity no adjustment should be re- 
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quired under the state law. It has also 
been suggested that where an individ- 
ual sells his residence no gain should 
be recognized if another residence is 
purchased within some specified period. 
Such a provision would follow the 
present rule in the case of involuntary 
conversions. This would seem to be an 
equitable provision. 

Change in Tax Rate. Much con- 
fusion results each year because the 
rates of tax are not known until the 
legislature acts. Returns are printed 
on the basis of rates in effect for the 
prior year and withholding reports 
must be held up until the legislature has 
determined the new rates. The sug- 
gestion has been offered that new rates 
determined by revenue needs be applied 
prospectively and that these should not 
be made retroactive. 


Optional Deductions. The idea of 
an optional standard deduction is a 
good one, but the state provisions 
create results that some members be- 
lieve are unfair. If the optional deduc- 
tion is used it is a substitute for all 
deductions including business expenses. 
An individual business man or a farmer 
could not advantageously use the op- 
tional deduction if he wished to show 
his actual business expenses. However, 
if he happens to be a member of a part- 
nership he may get the benefit of the 
optional deduction, As one member 
puts it, one farmer may be in part- 
nership with his son, in which case each 
each partner could take an optional 
deduction in addition to obtaining the 
tax benefit of his business expenses. 
Another farmer, his neighbor, hires 
his son and pays him a salary. He 
would receive no tax benefit by taking 
an optional deduction, since that would 
be in lieu of his business expenses. 
This is a senseless differentiation, says 
our member. Our law should definitely 
follow the federal rule of a standard 
deduction to be used in lieu of allow- 
able personal expenditures. 

Interest and Penalties. Under the 
law a notice of additional assessment, if 
not paid within 30 days (formerly ten 
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days), carries with it interest at the 
rate of 1% per month and a penalty of 
5% of the deficiency. To avoid any 
payment of interest and penalties, the 
taxpayer must first pay the tax and 
then file a claim for revision if he 
wishes to protest the additional assess- 
ment. It is suggested that taxpayers 
be given an opportunity to protest the 
assessment and confer with the com- 
mission before payment of any addi- 
tional assessment. Further, that no 
penalties be assessed except for fraud 
or possibly gross negligence or bad 
faith; that interest in excess of 6% be 
eliminated. In fact, the rate of interest 
in any case should be a more realistic 
one, say 4%. 

Integrating Federal and State In- 
come Tax Returns. It is suggested 
that the Governor appoint a committee 
consisting of representatives of the Tax 
Commission, accountants, lawyers, and 
business men to study a proposal that 
the computation of the income tax be 
based upon the net income determined 
under the federal law. The Committee 
would take into account differences 
based upon constitutional, political, or 
social considerations. This was the 
kind of committee that functioned in 
1944 and 1945 as the tax advisory 
group that worked with the State Tax 
Commission to rewrite Article 9-A of 
the franchise tax law. 


Franchise Tax—Article 9-A. The 
suggestion is made that the basis of the 
tax be net income as shown on the fed- 
eral return. That is the basis at present 
except for certain exclusions and some 
inclusions. Some members would allow 
as a deduction the net operating loss 
carry-back or carry-forward and would 
eliminate the special adjustments now 
required to determine the allowable de- 
duction for the state franchise tax paid. 
To many members the third minimum 
basis for determining the tax, the so 
called salary elimination basis, should 
be eliminated. If the salary elimination 
basis is retained the form should pro- 
vide space for making this computation. 
If the instructions on the back of the 
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franchise tax blank were printed in 
smaller type there would be adequate 
room for such computation. 

Permanent or Continuous Place of 
Business. Receipts of a corporation 
may not be allocated within and with- 
out the state unless the corporation has 
a permanent or continuous place of 
business outside the state. This con- 
cept is not defined in the law, but the 
regulations (Art. 413(2)) do define 
the term as any bona fide office, factory, 
or warehouse at which the corporation 
is doing business 1 ifs own name regu- 
larly and systematically, and which is 
continuously maintained, occupied, and 
used by the corporation in carrying on 
its business through regular employees. 

A permanent or continuous place of 
business is distinguished from a regular 
place of business. A corporation that 
has a bona fide office, factory, or ware- 
house outside the state has a regular 
place of business. Such a place may 
be a public warehouse or the plant of 
an independent contractor who proc- 
esses the corporation’s raw materials or 
partially finished goods and has posses- 
sion of the merchandise until shipped 
to customers. In a regular place of 
business the corporation may not nec- 
essarily transact its business through 
its own regular employees. A regular 
place of business entitles a corporation 
to an allocation only under the property 
factor. 

One of our members objects to the 
limited meaning of the concept of per- 
manent or continuous place of business. 
He would include in the definition any 
regular place of business outside the 
state, if the corporation is qualified to 
do business in that state and pays a 
corporate income or franchise tax in 
the state even though no regular em- 
plovees are regularly in attendance out- 
side the state. He cites the following 
example where double taxation is in- 
volved because of the literal application 
of the law and regulations. 

In the pharmaceutical and cosmetic 
industry, manufacturing companies 
carry on some of their operations in 


foreign states or countries through 
agents. These agents handle the work 
for a number of manufacturers. The ac- 
tivities may be limited to selling opera- 
tions or even manufacturing. The fin- 
ished goods and raw materials held by 
the agent are the property of the manu- 
facturer. In many instances the ma- 
chinery used by the agent is also owned 
by the manufacturer, Usually it is not 
necessary for the manufacturer to have 
his own employees in attendance at the 
agent’s plant. Representatives of the 
manufacturer may make occasional 
visits to the plants to see that proper 
standards are maintained, etc. Under 
this set up the manufacturer has a reg- 
ular place of business but not a per- 
manent or continuous place of business. 


Real Estate Companies—Article 9. 
The suggestion is again being made 
that Article 9 be repealed and inte- 
grated with Article 9-A thus eliminat- 
ing the separate classification of real 
estate companies, transportation com- 
panies, etc. It is suggested that uni- 
form treatment be limited to the basic 
determination of the tax and to re- 
porting. If it is deemed desirable to 
give favored treatment so far as the tax 
burden is concerned to real estate com- 
panies, this could be accomplished 
through special credits or allowances. 

Loans to Wholly Owned Subsidiary 
Companies. If loans to subsidiary com- 
panies made by a real estate company 
exceed ten per cent of gross assets the 
real estate company loses its classifi- 
cation and is thereafter taxed under 
Article 9-A as a business corporation. 
Investments in the stock of wholly 
owned subsidiary real estate compan- 
ies may be made without loss of clas- 
sification. This may work a_hard- 
ship on those real estate corporations 
that wish to make temporary loans to 
wholly owned subsidiaries rather than 
more permanent investments in stock. 
It is therefore suggested that Section 
182 be amended to provide that any 
real estate corporation owning all the 
stock of a subsidiary real estate com- 
pany be permitted to make loans to 
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such subsidiary without loss of clas- 
sification. In other situations, such as 
the application of the 2% tax on divi- 
dends to interest paid on certain loans, 
such loans are treated virtually as capi- 
tal investments. 

Tax-free Reorganizations Under 
Section 112. Two real estate corpora- 
tions may merge or consolidate under 
the federal law without being subject to 
any income tax on the exchanges of 
stock or property. Under the New 
York franchise tax law the transfer of 
property from one corporation to an- 
other in such merger or consolidation 
would result in a 2% tax on the sur- 
plus deemed to have been distributed. 
That surplus would be determined on 
the basis of the present value of the 
real estate and other assets. One of 
our members believes that where there 
has been no actual change in the eco- 
nomic interest of the stockholders, as 
is the case in reorganizations, it is in- 
equitable to subject the transfer to a 
tax. The real estate continues to be 
owned by a related real estate corpora- 
tion which is itself subject to tax un- 
der Section 182. Our member suggests 
that New York eliminate the 2% tax 
in cases involving exchanges in con- 
nection with reorganizations. 

Wholly Owned Subsidiary. A real 
estate corporation loses its classification 
as such if it owns securities in excess 
of 10% of its gross assets. It may, how- 
ever, own 100% of the stock of another 
real estate corporation without losing 
its classification. Such would be the 
case if it owned less than 100% of the 
stock of another real estate corporation 
and such ownership represented more 
than 10% of its gross assets. One of 
our members thinks this is an arbitrary 
provision and inequitable. He suggests 
that a 95% ownership would be a more 
reasonable requirement. He points to 
the 95% ownership requirement un- 
der the Internal Revenue Code that 
permits a parent and subsidiary com- 
pany to file a consolidated return. For 
practical purposes he claims that own- 


ership of 959 of a corporation’s stock 
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is close enough to complete ownership 
and the fractional difference of 5% 
should not result in such radically dii- 
ferent treatment. It is therefore sug- 
gested that the law be amended to per- 
mit a real estate corporation to retain 
its classification as a real estate corpo- 
ration in this situation, and that such 
a holding should not be considered as 
securities subject to. the 10% limita- 
tion. 

Another Aspect of Term “Wholly”. 
To be taxed as a real estate corpora- 
tion, the company must be wholly en- 
gaged in the purchase, sale or holding 
of real estate. A corporation organized 
for the purpose of acquiring real es- 
tate may well be taxed as a business 
corporation, if it does not immediately 
acquire real estate. 

A similar situation may arise where 
a real estate corporation sells its real 
estate before January Ist, the begin- 
ning of the privilege year. If it does 
not acquire other real estate before Jan- 
uary Ist it may be considered a busi- 
ness corporation, since it might tech- 
nically be said that it is not wholly 
engaged in the purchase, sale, or hold- 
ing of real estate. In the latter situa- 
tion, if the corporation is held to be a 
business corporation the change in 
classification subjects the corporation 
to a 2% tax on its surplus. This situ- 
ation, says our member, seems unfair 
and may work a hardship on a corpo- 
ration that was engaged in the business 
of holding real estate and is merely 
waiting to acquire another parcel of 
real estate. He suggests that the 
law be amended to permit a real 
estate corporation to retain its clas- 
sification as such in the above sit- 
uations for a period of a year in 
order to allow the corporation ample 
time to acquire real estate. Since the 
corporation was organized to acquire 
real estate or will continue to hold rea! 
estate it should have a reasonable time 
to do what it says it intends to do. 


Estate Tax Suggestions. Under 
Section 249-q, as amended in 1946, the 
exemption from the gross estate for be- 
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quests to a spouse or lineal ancestors or 
descendants is not allowed unless the 
bequest or devise is indefeasibly vested. 
This provision has been interpreted in 
a number of cases decided by the Court 
of Appeals. It is suggested that the 
exemption should be permitted if the 
amounts must be paid to a person for 
whom an exemption is permitted, even 
though the estate is not indefeasibly 
vested. 

Under the New York Estate Tax 
law the estate is valued as of the date 
of death. It is suggested that the law 
be changed to permit an optional valu- 
ation date similar to Sec. 811-j under 
the Internal Revenue Code. 

In considering changes in the Es- 
tate Tax law it is suggested that a 
study be made of the possibility of co- 
ordinating the federal and state estate 
tax law. Also that the State Tax Com- 
mission issue regulations under the es- 
tate tax law. 


Unincorporated Business Tax— 
Salesmen Partners 

The court recently decided! that a 
partnership, consisting of two sales- 
men who pooled their interests in a 
joint enterprise, was subject to the un- 
incorporated business tax. They were 
not employees since they operated an 
independent business free from the 
control of the employers from whom 
they received a commission on sales 
made by them. The salesmen sold fur- 
niture for two companies and were as- 
sociated in their joint enterprise for a 
number of years. They pooled their in- 
terests in order to save expenses and 
to offer a more advantageous sales ser- 
vice to the factories. 

The issue was whether the salesmen 
were employees exempt from the tax 
or whether their association as a part- 
nership made them taxable, Section 
386 exempts from the tax an individual 
engaged in an activity as an emplovee 
who receives compensation for services 


nership does not come within the ex- 
emption afforded an individual with re- 
spect to compensation rendered by it 
as an employee. The Court says that 
the statute in express terms imposes a 
tax upon the net income of every part- 
nership not otherwise exempt, even 
though such income consists of com- 
pensation received as an employee. 
Sales agents carrying on their activi- 
ties as independent contractors are sub- 
ject to the unincorporated business tax. 


When Lien of Franchise Tax 
Attaches on Real Estate 
Corporations 


This question came up in an action? 
brought by a seller of real property for 
specific performance of a_ contract 
against a purchaser who refused to 
take title to the property because the 
corporate franchise tax due in 1948 had 
not been paid and was therefore a 
lien against the real estate which im- 
paired the title. The date for closing 
title had been set for February 2, 1948. 

The privilege year begins January 
Ist and reports are required to be filed 
between January Ist and March Ist. 
The tax is payable at the time of fil- 
ing the report. Sec. 197 provides that 
“each such tax ... shall be a lien and 
binding upon the real and_ personal 
property of the corporation until 
the same is paid in full.” The pur- 
chaser argued that the franchise tax 
became a lien on January Ist, the first 
day of the privilege year. The Court 
held that it would feel justified in con- 
struing the statute as effecting an at- 
tachment of the lien for franchise tax 
on March Ist or upon an earlier date 
if the report were actually filed earlier, 
if it had been necessary to decide the 
case on that issue. Under the cir- 
cumstances the court said that the pur- 
chaser was not justified in rejecting 


title. The seller was entitled to a rea- 
sonable adjournment to fix and pay 
the tax. 


2 Ancel Realty Corporation v. Young, (N. Y. Sup. Ct., 1/24/49, 86 N. Y. S. 2d 754). 
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rendered by him. Apparently a part- Po 
1 Feinberg v. Chapman (N. Y. Sup. Ct., App. Div., 3d Dept., 3-9-49). 


New York State Tax Clinic 


Real Estate Corporations 


Reports where classification changes. 
The 1949 legislature amended Sec. 
192(1) and now requires a written re- 
port to the Tax Commission at the 
time of a change of classification. The 
purpose of the report is to determine 
the additional 2% due on the excess 
of its net worth over its paid-in capi- 
tal. The law applies also to corpora- 
tions that dissolve, merge, or consoli- 
date and is effective July 1, 1949. 


Gross Receipts Tax—Liquidating 
Corporations 


If a corporation is in the process of 
liquidation it remains a taxable entity 
under the gross receipts tax law until 
liquidation is completed. Therefore, if 
the corporation disposes of some of 
its assets after June 30, the com- 
mencement of the new privilege year, 
it would be taxable upon its gross re- 
ceipts for the base year commencing 
January 1 and ending with the date 
the assets were disposed of. 

However, if all assets had been dis- 
posed of before July Ist except for the 
collection of outstanding accounts, it 
would not be subject to tax for the 
new privilege year if the corporation 
kept its books on the accrual basis. On 
the cash basis the corporation would 
still be subject to tax and this would 


be true even if the accounts were placed 
in the hands of a third party for col- 
lection. This ruling was promulgated 
by the Special Deputy Comptroller on 
April 1, 1949, 


Statute of Limitations 


In the April issue of the New York 
State Tax Clinic (p. 265) we dis- 
cussed the application of the five year 
statute to income timely reported as 
capital gains which the Tax Commis- 
sion after the three year period deter- 
termines to be ordinary income. We 
invited comment from our members on 
the position taken that the five year 
statute would not apply. 

In its report bulletin 24, dated April 
18, 1949, Prentice-Hall comments on 
this question under the caption “as- 
sessment limitation for income wrongly 
classified.” In summarizing the argu- 
ments for the application of the three 
year limitation Prentice-Hall cites the 
three points mentioned in our discus- 
sion. Against this position Prentice- 
Hall says that the word “or” should 
be strictly interpreted. If the legisla- 
ture had meant this to mean “and/or” 
it could have been more specific. It 
also adds that good faith is an impor- 
tant factor and if the wrong classifica- 
tion were not intentional the taxpayer 
would have a strong argument to bar 
assessment. 


O*D 


THE TAX MAN’S LAMENT 


Consider the Tax Man, 
His troubles are grave; 
He slaves day and evening 
Your taxes to save. 


’Tho Harry S. Truman 
May oft slip a cog, 

The House and the Senate 
Be lost in a fog, 


When it comes to the Tax Man, 
Who interprets their law, 

He’s asked to give counsel 
That hasn’t a flaw! 


In case he should falter, 
Don’t add to his gloom, 
Don’t emulate Clancy, 
And lower the boom. 


Be kind to the Tax Man, 
Don’t fuss, fret and stew; 
After all he’s still human, 
He has to eat, too. 
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Conducted by Witt1AM W. WERNTz 


The Drayer-Hanson case again 

In March of 1948 S.E.C., in Ac- 
counting Series Release No. 64, pub- 

hed its report of investigation of a 
registration statement filed by the 
thove company under the Securities 
The major portion of the 
ypinion was included, with I 


brief com- 
ment, in the columns for June and July 
1948. In that case, the accountants, 
who had made an examination of the 


] statements, had qualified their 
pinion by an exception as to the fail- 
i the registrant to take complete 


sical inventories but, in view of cer- 


tain additional work done, had included 
this sentence: ‘On the basis of the ex- 


Mnations and tests by us, we have no 


reason to believe that the inventories 
ire unfairly stated.” The Com- 
1 stated in its opinion § that 
] + - «le 
| Ventory work p! 
1 ha been taken; that the re- 


te lal control, as it ela (| ) 
es, were such that they shou 
na physical vento 


] n lhe » made the tate 
Mi Tot lave made the state 


| bove; and la n th 
+)! lin +} 1 
Cal Wy the a 
ve auditing procedure tilize 
11 
\\ WERN1 nerl\ 
C] Ter unt of the ( ~ 
acl 
1 \ 5 ( with | ICIIC€ 


Bailey & Smart, C.P.A’s. 
Mr. Werntz is a graduate ot Yale 


University and of Yale Law School, 
lis a member of the Connecticut 
Ile was formerly an instructo 


S 
Yale Law School. He was also an 
ing Itant to the O.P.A. 
lreasury Department. 
Mr. Werntz is the author of 
numerous articles which have ap- 
peared in technical accounting publi- 


were carried out in an inadequate 
manner. 

The present case (Accounting Series 
Release No. 67, issued on April 18, 
1949) was brought under Rule I-E of 
the Rules of Practice to determine 
whether, in view of the facts found by 
the Commission, the privilege of the 
accountants to practice before the Com- 
mission should be denied. Suspension 
or denial of the right to practice must, 
under Rule II-E, be based on a finding 
that the persons involved (1) do not 
possess the requisite qualifications to 
represent others or (2) are lacking in 
character or integrity or (3) have en- 
gaged in unethical or improper profes- 
sional conduct. In closing the case, the 
Commission adopted the decision rec- 
ommended by the hearing officer—a 
course of action jointly recommended 
by counsel for the Commission and for 
the respondents. 

In brief, the hearing officer found 
lents (the 


the respondents firm as 
e manager of the office in- 


ind the senior in char ge ) had 
isl to represent 
not | 1 
integrity. He also held that, 
facts the respondents 


had acted in an Wp “oper pro fessional 


manner. However, considering 
1e circumstances of the case, inc Eaine 
remedial measures taken, prior adverse 
publicity, and the personal situation: 
of those involved, the hearing officer 
recommended dismissal of the 1 

ings with this cas 


“While recommending that the proceed- 
s against all of the respondents be dis- 
lissed, it seems highly desirable that the 
ublic, and particularly the accounting 
rofession, be informed that where a firm 
of public accountants permits a report or 
certificate to be executed. in its name the 
Commission will hold such firm fully ac- 
countable. If the proceedings are dis- 
missed, it is my further recommendation 
that the Commission make public the entire 
in this case and a statement 

idicating in appropriate detail the facts 


June 


sults obtained by the auditors from 

such, t 
volved, 
the requ 
\ 
al 
ucter 01 
= | 
cations. 
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in the case and the reasons for the Com- ° 


mission’s determination.” 


The tenor of the opinion is far more 
important to accountants generally 
than is the result reached on the spe- 
cific facts, since the admonitions in- 
cluded a strong invitation to all practi- 
tioners to review their existing organ- 
izational procedures and practices, and 
where indicated to take appropriate 
remedial measures. The following 
passages appear to be of special interest 
and importance : 


“Drayer-Hansoi, Incorporated 
Audit 

“In February, 1946 Dalton, the manager 
of the Los Angeles office of Barrow, Wade, 
Guthrie & Co., was first approached with 
respect to the audit of the books and ac- 
counts of a partnership known as Drayer- 
Hanson which was engaged in the business 
ot designing, manufacturing and selling 
heat transmission equipment. Dalton was 
informed that the partnership was to be 
reorganized as a corporation and proposed 
to make a public offering of its securities 
in the State of California. Shortly after the 
audit was commenced and some time prior 
to the completion thereof, he was advised 
that the offering would be registered with 
the Securities and Exchange Commission. 
At his first conference with the Drayer- 
Hanson management, Dalton, among other 
things, stressed the necessity of taking 
complete physical inventories including raw 
materials, fabricated parts, work in process 
and finished goods and it was agreed by 
the Drayer-Hanson partnership that this 
would be done. Acting within the scope of 
his authority as manager of the Los 
Angeles office, and without notifying the 
head office of Barrow, Wade, Guthrie & 
Co., Dalton accepted this engagement. 

“On March 27, 1946 Dalton was first 
informed that the management of Drayer- 
Hanson had decided not to take a physical 
inventory of the work in process. He ad- 
vised the management of the probable 
necessity of a qualification in the account- 
ant’s certificate in the absence of this in- 
ventory. At this conference, Dalton, after 
a rather casual examination of some of the 
accounting records and relying in part on 
information given him by the management, 
agreed to proceed with the audit without 
requiring a complete physical inventory of 
work in process. Dalton did not communi- 
cate this decision to the main office of 
Barrow, Wade, Guthrie & Co. or to any 
of its partners until July 23, 1946, at which 
time he forwarded to the main office drafts 
of financial statements and a copy of the 
proposed certificate to be issued and re- 
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ferred to some of the difficulties en- 
countered in this audit. 

“Mangam did not report for duty at the 
Los Angeles office until April 1, 1946 and 
took no part in any of the preliminary 
conferences or in the decision that the work 
in process would not be inventoried. He 
was placed in charge of the audit and 
continued until its completion in the latter 
part of July, 1946. Among other things, 
he prepared an audit program for the 
engagement w hich included a study of the 
system of internal check and control and 
the cost accounting system maintained by 
Drayer-Hanson and its predecessors. He 
knew that the inventory of work in process 
had not been taken but stated that he 
understood ‘that our opinion would be 
qualified.’ He assigned the work to be 
done on the audit to his assistants and 
supervised such work by reviewing the 
working papers prepared by them. He per- 
sonally performed certain of the auditing 
procedures which he believed to be neces- 
sary to perform the engagement in accord- 
ance with what he regarded as generally 
accepted auditing standards, and at the 
conclusion of the audit prepared a draft 
of the required financial statements and in 
collaboration with Dalton prepared a draft 
of the firm’s report or certificate. 

“The alternate auditing procedures 
adopted in lieu of a physical inventory of 
the work in process, as outlined by the 
Commission in its report of investigation 
were determined by Mangam after spend- 
ing several days making a survey of 
Drayer-Hanson’s system of internal check 
and control. This survey disclosed a num- 
ber of material weaknesses in the system, 
especially with respect to the recording 
of transactions having an effect directly 
or indirectly, upon the amount of work 
in process inventory shown in Drayer- 
Hanson’s accounting records. Mangam 
discussed these matters with Dalton from 
time to time. In spite of the weakness dis- 
closed by his survey, Mangam employed 
such alternate auditing procedures as he 
himself considered necessary in the absence 
of a physical inventory, in an inadequate 
manner. 


“Supervision by Dalton 

“Dalton made a general review of the 
working papers to ascertain the methods 
used and the proof obtained with respect 
to the results and what had been done in 
the various tests and checks in order to 
ascertain the authenticity of the financial 
statements. He reviewed all of the work- 
ing papers in detail with Mangam and 
questioned him specifically on the survey 
he had made of the system of internal check 
and control, the work done and the results 
obtained from the audit of the work in 
process inventory, the examination made 


393 


The New York Certified Public Accountant 


of the general journal entries, especially 
those related to finished goods, work in 
process, and cost of sales, and on any other 
points that did not appear to be clear. As 
manager of the office it was his responsi- 
bility to supervise and check all of the 
work of his subordinates and to satisfy 
himself that the audit had been made in 
accordance with accepted auditing stand- 
ards. 

“After Dalton’s review of the working 
papers and financial statements, he and 
Mangam prepared a drait of a certificate 
to cover the financial statements. This 
draft certificate with the related financial 
statements and a covering letter dated 
July 23, 1946 were sent to the Philadelphia 
office of Barrow, Wade, Guthrie & Co. for 
criticism and suggestions and for the fur- 
ther purpose of discussing with the staff 
of the Securities and Exchange Commis- 
sion the manner in which certain facts 
should be reflected in the financial state- 
ments. This letter of July 23, 1946 was the 
first notice to any partner or to the head 
office of Barrow, Wade, Guthrie & Co. that 
the audit of Drayer-Hanson was made 
without a physical inventcry of the work 
in process. 

“After the receipt of the letter of July 
23, 1946, one of the partners of Barrow, 
Wade, Guthrie & Co. discussed certain mat- 
ters with members of the Commission’s 
staff, and on July 31, 1946 the partner 
wrote a letter to Dalton informing him 
of certain comments. by members of the 
Commission’s staff and making certain sug- 
gestions including several dealing with the 
inventory situation. Following the part- 
ner’s letter of July 31 the certificate was 
changed so as to include an exception 
phrase at the end of the last sentence of 
the first paragraph of the certificate and 
to include an exception in the opinion 
paragraph as to the fairness of the presen- 
tation of the statement as a result of the 
limitation on the scope of the audit as to 
inventories. On August 12, 1946, Dalton 
forwarded a copy of the Drayer-Hanson 
registration statement, as filed, to the 
Philadelphia office of Barrow, Wade, 
Guthrie & Co.” 


* * 


“Barrow, Wade, Guthrie & Co., 
Organization, Operation and Policy 
in 1947 and prior thereto 


“Barrow, Wade, Guthrie & Co., a part- 
nership, was organized in 1883 and has 
been in continuous operation ever since as 
an accounting firm. In 1946 and at the 
present time it maintains 15 branch offices 
and two sub-offices in the principal cities 
of the United States, with one in Canada. 
Its main or head office is in New York, 
N. Y. In 1946, at the time of the Drayer- 
Hanson, Incorporated matter, eight of the 
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offices of Barrow, Wade, Guthrie & Co. 
were under the management or control of 
a partner, and seven offices, including the 
office in Los Angeles, California, were 
managed and controlled by a local mana- 
ger who was not a partner. At the present 
time, ten of its offices are managed by 
partners and only five are under the control 
of a local manager who is not a partner. 
In 1946 and at the present time, Barrow, 
Wade, Guthrie & Co. have 31 partners as- 
signed to the various offices. In offices 
where there are several partners, one of 
them acts as managing partner. 


“In 1946, at the time of the Drayer- 
Hanson audit, Barrow, Wade, Guthrie & 
Co. had an Executive Committee composed 
of four partners. The sole function of this 
committee was to handle general policy 
problems, financial matters, the opening or 
closing of offices and the hiring of key 
personnel. Each of the branch offices of 
Barrow, Wade, Guthrie & Co. was set up 
as an autonomous unit either under the 
management of a partner or partners or a 
local manager not a partner. No supervi- 
sion or control was exercised by the Execu- 
tive Committee over the management of 
its various offices. The partner or manager 
in charge of each office had authority to 
sign the firm’s name on reports or certifi- 
cates, lease offices, hire and discharge per- 
sonnel, undertake new engagements, make 
arrangements regarding fees and other 
plans necessary for the proper conduct of 
the practice in their territory. Such local 
partners or managers were responsible for 
the assignment of work in the offices, the 
supervision of all employees or partners 
assigned to the office, the maintenance of 
relations with the clients, and were further 
charged with the responsibility of outlining 
the procedures to be followed on each par- 
ticular job and to see that they were fol- 
lowed, to review the working papers and 
prepare the reports with the assistance of 
the employee in charge of that particular 
job. There was no requirement that any 
of these matters he referred to the Execu- 
tive Committee, the head office, or any 
other partner. 

“The managers of branch offices were 
selected with the same care as partners 
and were qualified only after a long record 
of employment with the partnership or 
similar experience with other accounting 
firms. During 1946 and thereafter, all 
partners and managers of branch offices 
were certified public accountants, and, with 
the exception of one partner whose duties 
did not relate to the accounting and audit- 
ing work of the partnership, they were also 
members of the American Institute of 
Accountants. 

“In 1946 and 1947, and for some time 
prior thereto, it was the policy of the part- 
nership to issue circular letters at intervals 
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calling attention of partners and managers ° 


to important developments in the account- 
ing circles, the responsibility assumed by 
the partners in certifying accounts for the 
purpose of registering securities under the 
Acts administered by this Commission. 
The partnership also directed the attention 
of all partners, managers and employees 
to the considered opinions of the Commit- 
tee on Accounting Procedure and the Com- 
mittee on Auditing Procedure of the 
American Institute of Accountants as re- 
flected in the Institute bulletins and state- 
ments and emphasized the necessity of 
reading and referring to the accounting 
releases of the Securities and Exchange 
Commission and the need for following 
carefully the rules, regulations and in- 
structions relating to the preparation of 
financial statements and schedules for 
registration statements. It was the estab- 
lished policy of Barrow, Wade, Guthrie 
& Co. and all of its employees were specifi- 
cally instructed to follow the procedures as 
to inventories prescribed by the American 
Institute of Accountants in 1939,” 


* * * 


“Means Taken to Strengthen and 
Centralize the Control of Functional 
Operations of Barrow, Wade, 
Guthrie & Co. 


“As a result of the Drayer-Hanson case, 
and the consequent revelation of the failure 
of the partnership policy to provide the 
public with the resources of experience and 
skill of the partnership as such, certain 
changes have been made in the personnel, 
the policy and procedures of Barrow, 
Wade, Guthrie & Co. as follows: 

“(1) A new manager has been placed 
in charge of the Los Angeles office and 
the staff implemented by the addition of a 
second certified public accountant. 

“(2) All partners and managers were 
notified of Accounting Series Release No. 
64 with the suggestion that it receive care- 
ful study and staff members and assistants 
be impressed with the responsibilities as- 
sumed by the firm in certifying financial 
statements for registration purposes and 
the degree of care which must be exer- 
cised in reviewing the system of internal 
control and in the physical verification of 
all inventories. 

“(3) A ‘Manual of Auditing Procedure’, 
prepared over a period of several months 
by a committee of partners, has been dis- 
tributed and discussed throughout the firm. 
The manual is to be supplemented and re- 
vised periodically. 

“(4) Partners and managers in field 
offices have been instructed that the policy 
on the examination of financial statements 
for inclusion in registration statements will 
be to have the partner or a non-partner 


1949 


branch manager in charge of an assignment 
consult with other partners or branch 
managers on matters relative thereto. The 
New York executive office is to be notified 
of all registration work undertaken. The 
acceptance of new clients must be approved 
by at least two partners or two non-partner 
branch managers, and financial statements 
to be included in a registration statement 
must likewise be so approved prior to 
their reiease. Where such statements are 
prepared in an office having only one part- 
ner or a non-partner branch manager, the 
exccutive office must be notified and 
another partner will be assigned to co- 
operate and review the work. 

“(5) The partnership agreement is being 
amended to separate the administrative 
and operational functions and responsibili- 
ties of the firm. An operating committee 
of nine members will deal with auditing 
and accounting procedures, personnel mat- 
ters, review procedures, Securities and 
Exchange Commission work control and 
review, “and income tax work. The com- 
mittee will be divided into sub-committees, 
each responsible for one or more of the 
functions referred to. An administrative 
committee will be charged with seeing that 
functions of the operating committee will 
be carried forward. 

“(6) Partners are now located at all 
except five field offices. It is planned even- 
tually to have a partner or partners in each 
office, according to the needs of the busi- 
ness.’ 


The hearing officer’s conclusions as 


to the existence of improper profes- 
sional conduct were as follows: 


“Barrow, Wade, Guthrie & Co. 


“The failure to require a physical in- 
ventory of work in process and many of the 
serious problems which developed in the 
course of the audit of the Drayer-Hanson 
records were not brought to the attention 
of any partners of Barrow, Wade, Guthrie 
& Co. until Dalton’s letter of July 23, 1946 
to one of the partners. Prior to the Drayer- 
Hanson audit it had been the policy of the 
partnership to clothe the manager of each 
office with final authority to exercise his 
own judgment in all matters coming up in 
his territory without reference to any of 
the partners or to the head office. Conse- 
quently, in this case no formal, predeter- 
mined supervision of this audit was exer- 
cised by any partner. All of the working 
papers were retained by Dalton in the Los 
Angeles office. In his letter of July 23, 1946 
to an eastern partner Dalton did not call 
attention to the manner in which the audit 
work was done, or, of course, that he had 
ignored and disregarded generally accepted 
auditing standards and procedures perti- 
nent in this audit. In reply to Dalton’s 
letter of July 23, 1946, the partner, in his 
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letter dated July 31, 1946, howe ed inade- 
quate the comments may have been, did 
certain procedures considered nec- 
essary by him in the absence of a physical 
inventory of the work in process. At this 
time the partners of Barrow, Wade, 
Guthrie & Co. had full confidence in Dalton. 
No charge has been made that the none 
ship deliberately and wilfully engaged i 

unethic: il or improper professional 
It is clear from the evidence that the 
general policy of the partnership of not re- 

quiring supervision “te partners of the work 
of the various offices ignored and disre- 
garded applicable and long settled opinions 
of the Commission in that it functioned 
without centralized supervision of the field 
offices and in this case exercised not even 
a local control. Moreover, the evidence 
indicates that the firm received information 
of such sufficiency that it should have im- 
pelled a more positive stand toward com- 
pliance with professional standards and the 
Commission's rules. In any event, and 
wholly apart from these considerations, the 
partnership having clothed its manager 
with full authority to bind it must accept 
full responsibility for his conduct. 

“The changes made by the partnership 
since the Drayer-Hanson audit to strength- 
en and centralize the control of functional 
operations of the firm as hereinabove men- 
tioned indicate that the partnership recog- 
nizes the deficiencies in its former policy. 
When the error in the inventory of work 
in process was later discovered by Barrow, 
Wade, Guthrie & Co. they called the matter 
to the attention of the Commission and 
contributed to Drayer-Hanson, Incorpo- 
rated $87,500 which was the approximate 
amount of the inventory error. 

“The evidence conclusively establishes 
that Barrow, Wade, Guthrie & Co. has 
been sufficiently impressed with the inade- 
quacy of their former policies and has 
materially revised them. Their conduct in 
promptly reporting this matter to the Com- 
mission and their cooperation in developing 
all of the facts and in promptly offering to 
contribute the full amount of the inventory 
shortage is commendatory. Considering all 
7 facts, and in view of the adverse 
pu y which the firm has received in 
\ccounting Series Release No. 64, I find 
no reason to recommend that the privilege 

t Barrow, Wade, Guthrie & Co. to prac- 
tice before the Commission be suspended 
temporarily or permanently, and I there- 
fore recommend that the proceeding as to 
Barrow, Wade, Guthrie & Co. be dismissed. 

‘Henry H. Dalton 

‘The Los Angeles office of Barrow, 
Wade, Guthrie & Co. had for some time 
prior to the Drayer-Hanson audit been 
understaffed. During the war years and 
subsequent thereto, Dalton was only 
certified public accountant in the and 


the entire responsibility for all of the work 
of that office had rested on him. He had 
had no regular vacations for eight years 
and in 1946 at the time of this audit, he was 
mentally and physically exhausted. In the 
record in this case there is no evidence that 
he was ever charged with any professional 
misconduct. In addition, the absence of 
more appropriate suggestions his 
superiors, the opportunity for which clear- 
ly existed, must be viewed as_ highly 
important. 

“From my observation of Dalton at the 
hearing and his frankness in fully admitting 
his faults in this case, I am satisfied that 
he has been sufficiently impressed as to 
the seriousness of this matter and that 
further disciplinary action is not necessary. 
Considering his past record, the evidence 
of his mental and physical exhaustion at 
the time of the Drayer-Hanson audit and 
the penalties to which he has already been 
subjected, I believe the Commission might 
well dismiss the present proceeding as to 
him, and I so recommend. 


“Everett L. Mangam 


“The evidence establishes that Mangam 
was negligent in his application of the 
alternate auditing procedures which he 
had outlined. However, he was not re- 
sponsible for proceeding with the audit 
without requiring a physical inventory be- 
cause such procedure was established at the 
time he entered upon this engagement. He 
testified that this was the first time he had 
ever conducted an audit without requiring 
complete physical inventories. While he 
was recognized by Barrow, Wade, Guthrie 
& Co. as being a capable and efficient ac- 
countant, this high regard must of course 
be viewed in the light of the recommenda- 
tion for his assignment to the Los Angeles 
office in a subordinate capacity. Where the 
circumstances were such as has been dis- 
closed in this case, and apart from whatever 
normal practice might be, it seems clear 
that Mangam had the right to expect that 
such procedures as he outlined and the 
execution of them as he revealed them 
would be carefully supervised and checked 
by his superior. There is no indication that 
Mangam withheld any information from 
his superior. He directed the attention of 
his superior from time to time to the con- 
ditions which confronted him and to the 
difficult problems with which he was con- 
fronted. Having in mind that this was his 
first experience on a complicated and diffi- 
cult auditing engagement, and that he had 
good reason to feel that such steps as he 
took were being supervised and checked 
by, presumably, a capable and able superior, 
he might well have believed that he had 
proceeded as far as was proper and neces- 
sary. Under all of the circumstances, I do 
not believe Mangam’s conduct warrants any 
disciplinary action by the Commission.” 


June 
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CORRESPON DENCE 


To the Editor of The New York 
Certified Public Accountant: 


In the May issue of The New York 
Certified Public Accountant, Mr. John 
N. Myer, writing on the subject “De- 
preciation and Recovery of Cost,” pro- 
pounds two questions which he appar- 
ently considers unanswerable. If the 
Citv College professor believes, as it 
seems he does, that he thus settles the 
vexing question of cost or replacement 
depreciation he is “leading with his 
chin.” The answers to Mr. Myer’s 
posers are obvious. 

Here are the questions: Assuming 
that the X YZ Co. increases its depreci- 
ation from $12,850 to $13,850— 

(1) Would that mean that the corpo- 
ration has $1,000 more available 
for the purchase of new equip- 
ment ? 

(2) How will an increase in deprecia- 
tion vield more cash to the busi- 
ness: 

The two questions, despite some sim- 
ilarity, are essentially different. The 
first is concerned with cash available 
for a specified purpose, the second with 
cash to the business as a whole. 

It should be entirely obvious that, if 
an additional $1,000 is set aside from 
earnings for depreciation, the corpora- 
tion will have that much more money 
available for the purchase of new facil- 
ities: it will also have $1,000 less for 
pavment of dividends or to be added 


to surplus. 
I 


Depreciation, says Mr. Myer, “is 
performed by a book entry consisting 
of paper and ink.” Evidently he shares 
the opinion held by a great many ac- 

countants—I think this is not true gen- 
erally of the leaders of the profession— 


that depreciation is something that the 
courts would characterize as “lacking 


substance. This distorted view of de- 


19 19 


preciation has done irreparable damage 
to business, 


Depreciation is, or at least should be, 
something tangible, having substance. 
{f it were merely a bookkeeping entry 
the courts long ago would have taken 
away from business the right to reduce 
taxable income by a_ depreciation 
charge. Let’s take Mr. Myer’s hypo- 
thetical company. Purely for the pur- 
pose of simplicity I will assume that it 
keeps its books on a cash basis. During 
the year the company took in $389,245 
cash. It paid out, also in cash, a total 
of $357,477, leaving it $31,767 cash. 
If it sets aside $12,850 for depreciation, 
this means it will have $18,971 avail- 
able for dividends, etc. It will have 
$12,850 cash to be used for replace- 
ment, 


If the company uses any of the 
$12,850 for purposes other than re- 
placement of facilities, it has diverted 
it from its proper purpose and is guilty 
of misrepresentation to its stockhold- 
ers. This is something that both indus- 
try and the accounting profession as a 
whole appears to have overlooked. 
When Mr. Myer says that “no such 
thing occurs as a result of bookkeeping 
for depreciation,” the writer can only 
say: “’Tis true ’tis pity; and pity ‘tis 
tis true.” 


There are however quite a few com- 
panies that do segregate depreciation 
funds in cash or government bonds and 
draw from these funds only for replace- 
ment. 


Let's take Mr. Myer’s second ques- 
tion. Let us assume that replacement 
depreciation is adopted by business 
generally and is recognized by the tax 
laws. Then, during periods of rising 
replacement costs, depreciation charges 
would increase. Since a corporation 
earning $50,000 a year today has to 
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earn $162, roughly, to have $100 left 
after taxes, it follows that for every 
dollar of cash retained under cost de- 
preciation, the company would be able 
to keep $1.62, under replacement de- 
preciation, at current tax rates. In 
times of declining prices, cash would 
be decreased. 


To urge that there would be no in- 
crease in cash under present tax laws 
and regulations is to beg the question. 
Of course not. But if, over the vears, 
business uses replacement depreciation, 
and proves that it properly reflects in- 
come, there is no doubt that Congress 
will recognize it. 

In conclusion: The writer is not one 
of those who advocate the immediate 
change of tax laws to permit replace- 
ment depreciation. Although believing 
that it more clearly reflects true income 
than the present cost basis, he realizes 
that its practicability has yet to be 
proved. But it should be given a fair 
opportunity to prove itself. 


ARUNDEL COTTER 


The Wall Street Journal 
New York, N. Y. 


Rejoinder by Mr. Myer: 

With respect to Mr. Arundel Cot- 
ter’s comments on my article ““Depreci- 
ation and Recovery of Cost’, I desire to 
submit the following: 

It seems to me that the crux of the 
matter is contained in the statement by 
Mr. Cotter that “if an additional $1,000 
is set aside from earnings for deprecia- 
tion, the corporation will have that 
much more money available for the 
purchase of new facilities . ine 
use of the words “set aside” gives the 
impression that in the act of accounting 
for depreciation there is a handling of 
cash whereas, in fact, the entry for 
depreciation has no effect on the cash, 
as demonstrated in my previous article, 
“The Current Depreciation Mirage”, 
published in your January issue. 


Unfortunately the accountants, and 
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in particular those engaged in writing 
books on accounting, have been guilty 
of a misnomer in the use of the word 
“depreciation.” The act to which this 
word is applied is really the amortiza- 
tion of fixed asset costs. If we should 
substitute this phrase in Mr. Cotter’s 
sentence quoted above it would read: 
“Tf an additional $1,000 of the fixed 
asset costs is amortized .. .” Iam sure 
that Mr. Cotter would not now want to 
finish the sentence by saying that “the 
corporation will have that much more 
money available for the purchase of 
new facilities...” 

Mr. Cotter says that “When Mr. 
Myer says that ‘no such thing [that 
the business obtains cash through the 
“depreciation device” and then pro- 
ceeds to save that cash, presumably for 
the purchase of new assets] occurs as 
a result of bookkeeping for deprecia- 
tion,’ the writer can only say: "Tis true 
tis pity; and pity ’tis ‘tis true.” From 
this it would appear that Mr. Cotter 
does understand what it is that the 
accountant does with respect to the 
amortization of fixed assets, but is of 
the opinion that the functions of the 
accountant should be changed. That 
is, however, not relevant to the discus- 
sion contained in my paper. Some en- 
terprises do set aside funds of cash for 
the replacement of equipment; this is 
known as “funding the reserve.” But 
the matter is quite separate and dis- 
tinct from the process known as “de- 
preciation.” 


Mr. Cotter’s attempt to illustrate his 
point by considering my hypothetical 
company on the cash basis is unaccept- 
able since the introduction of the 
$12,850 depreciation places the ac- 
counting on the accrual basis. 


There are two indirect consequences 
of increased depreciation charges which 
I have not mentioned in my articles 
since they are not germane to the mat- 
ters discussed therein: 


(1) If depreciation charges are in- 
creased and such increase is accepted 
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Correspondence 


by the government for income tax pur- surplus there may not be any effect on 
poses the business will pay a smaller the sums disbursed as dividends. It 
tax and thus have more money avail- should also be borne in mind that if 
able for the purchase of fixed assets. cash is needed for the purchase of 
(2) equipment the dividends may be re- 

P n charges are I~ stricted quite independently of what 


creased the stated net income will be 
decreased and the surplus or record of is indicated by the balance in surplus. 


the maximum that may be paid as div- 

idends to the stockholders be de- N; 
creased. But since the dividends are School of Business and 

not necessarily affected by a reduction Civic Administration 

in the maximum as indicated by the The City College of New York 


AN ADIRONDACK VIEW 


You Better Get That Group Insurance. Some one told us today that the average 
age in the United States had gone from 49 to 69 in the last 50 years. So we were 
reminded to do what we had previously thought of—average the ages attained by 
CPAs. We got out the American Institute monthly bulletins for the year 1948. The 
national society record was used instead of the state because it covers a larger field— 
forty-eight times as large—forty-eight states. We wanted to make our research 100% 
scientific. 


Thereby we certainly had a big enough field, and we took a whole year—you can 
only live one year at a time. Here are our findings about CPAs: 

1. They live on the average to be 57 years old, this is 12 years less than non- 

CPAs. Not enough golf—or too much. 

2. More CPAs died at age 63 than at any other age. You who were born in 1886 
take notice. 

3. But after age 63—our mortality is very low, only one or none per age-year. 
We live on pretty well if we can only get to 63. Only 3 dropped out in the 
seventy age-years; 2 in the eighty age-years; one in the ninety age-years; and 
none 91 or after! 

Perhaps there are some fallacies in the statistical approach as applied above. 
But we added and balanced the figures. There were 83 obituaries published, 30 gave 
no ages, so we had 53 in our table. Perhaps the 30 with no ages threw off the 53. It 
could be! 

Sometimes figures balance, prove, add up, add down, and add across—and yet are 


as cockeyed as a certain place is supposed to be hot. 


Leonarp Houcuton, C.P.A. 
of the Adirondack “Chapter” 
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Developments in Accounting 


By F. R. M. de Paula. Sir Issac PITMAN 
& Sons, Lrtp., London, England, 1948. 
Pages: xiv + 271; 21 /- net. 


“Developments in piondaitaat is a collec- 
tion of papers written during the last quarter 
of a century by one who has had experience 
in accounting as a student, practitioner, teach- 
er and financial executive and has achieved a 
deservedly high reputation in England. The 
papers were designed for audiences at differ- 
ent levels from students’ societies to a gov- 
gy ntal commission on the amendment of 
the Companies Act. They reveal the author 
as standing on the liberal side of orthodoxy, 
a strong advocate of consolidated accounts 
(a curiously recent issue in England) of 
fuller information in corporate reports, of 
extension of accounting education and of re- 
form in the apprenticeship system which still 
prevails in the profession in the United 
Kingdom. 

Mr. de Paula is highly appreciative of 
American accounting literature and American 
methods. It is, therefore, somewhat surpris- 
ing to find in this volume no discussion, or 
even recognition, of the development of 
thought that began with the correspondence 
between our Institute and the New York 
Stock Exchange in 1932 and which is re- 
flected in the use of the phrase “in accordance 
with generally accepted accounting princi- 
ples” in audit reports. Mr. de Paula speaks 
frequently of the “true” income as if there 
were an absolute and unique concept of in- 
come. This is in marked contrast to Ameri- 
can recognition of the fact that an accounting 
determination can be said to be correct only 
in relation to a predetermined standard or 
definition of income. On the burning questions 
of imventories and eS in times of 
ising prices, Mr. de Paula and his associates 
must concur with the attitude of the Council 
of the English Institute of which he is now 
a member. It is desirable that accountants 
should follow the progress of their profession 
in other countries and the volume will be of 
interest to American readers for this purpose 


. May 


GEORGE C 


Standard Expense Accounting Manual 

for Department Stores and 

Specialty Stores 
Published by 
NATIONAL Dry Goons 
TIon, New York, N. Y., 1948. Pages: 
$5.00 members; $12.50 non-members. 


CONGRESS, 
ASSOCIA- 
176; 


CONTROLLERS’ 


In the retail field, as in other lines of 
endeavor, the problem presents itself of how 
to properly classify and distribute ope perating 
expenses. The customary method of a uni- 
form expense classification was adopted by 
retailers as early as 1917. The expense man- 
ual has been revised and reprinted several 


times since then; the present printing in- 
cludes revisions effected through January, 
1948. Both within and without the retail 
field, it has won recognition “as being an 


authority in all matters of definition, classi- 


fication and distribution of expense. 


In the manual, expenses of operating a 
retail store are divided into 14 “natural” 
classifications, each of which is descriptive of 
a major expense item. For the larger or- 
ganizations, expenses are further classified 
into five functional groups representing the 
five major functions of the retail store. De- 
tailed descriptions of the contents of the in- 
dividual expense accounts and of the sys- 
tems for numbering accounts as well as 
charts of accounts are given for the medium 
size store and the large store. There is also 
given an alphabetical index of expense items. 


Special sections of the manual are de- 
voted to workroom accounting, leased de- 
partment accounting and pitt state- 
ments and s — tics. The also dis- 
cusses the distribution of expenses to selling 


depar ments. for the purpose of dete lining 
net profit by departments. Two cases of 
distribution are described—the “net profit” 
plan and the “contribution” plan. 

man- 
re valu- 
or- 


The revisions bring a very excel 
ual up to date and make it even 
able. It is a “must” for every retail 


ganization. 


EDMAN 


New Yi 
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